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PART I 


INTRODUCTION 









FROM LAISSEZ FAIRE WITH WILLIAM GRAHAM 
SUMNER TO THE RFC* 


Eugene Meyer 


INTRODUCTION 


N accepting your courteous invitation to speak here today, I 
I feel that the best I can do is to recall a few personal experi- 
ences that may shed some light on the problems and tasks 
lying ahead of you as public administrators. Some of these 
experiences resemble each other in form and content. Others 
differ widely. But all touch on these leading questions: 

How do you adjust government, its laws and administration 
to meet the needs of economic and military emergencies at 
home and abroad, without permanently surrendering or im- 
pairing the basic constitutional principles by which the powers 
of the central government are limited and those of the local 
government are safeguarded? When and how do you end an 
emergency device? When you lodge abnormal powers in an 
emergency agency, how do you guard against the abuses of 
power? And, above all, how in an emergency do you tem- 
porarily use the centralized powers of the national govern- 
ment—use them with the object of making existing practices, 
procedures and institutions work more effectively in the public 
interest? 

We recognize in principle that when there is an expansion in 
the power of the central government, it may be desirable at a 
subsequent date to retain the full measure of the expansion, to 
contract or to eliminate it altogether. But how do you do any 
of these things in the context of specific cases—cases that con- 
stantly change as national conditions of production and dis- 
tribution themselves undergo constant changes? It is, in fact, 
this aspect of constant change which I have tried to suggest 
in the title of these notes. 


CHANGING ECONOMIC AND SOCIAL ATTITUDES 
Consider, first, what has happened to the attitude represented 
by William Graham Sumner, the teacher of my student days 


* Littauer Lecture delivered under the auspices of the Graduate School of Pub- 
lic Administration in February 1954. 
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at Yale, and a foremost advocate for the economic and social 
views held by many nineteenth-century Americans. 

It is an irony of American history that the phrase, “The 
Forgotten Man” as created by Sumner, had for him a meaning 
diametrically opposite to the one the New Deal later gave to it. 
It was not raised as an image of those who were the victims 
of a remorseless individualism. Rather, ““The Forgotten Man” 
was the one who applied himself with unremitting toil to his 
business and his family yet suffered from ‘‘too much govern- 
ment.’”’ For Sumner was an uncompromising Darwinian 
philosopher of society. He believed that the good of the com- 
munity could best be obtained if the laws of natural selection, 
operating among individuals, were allowed free rein. In politi- 
cal terms, this meant that the less government there was, the 
better. 

In the closing decade of the nineteenth century, however, 
this widely held view underwent a vital shift under the impact 
of the populist discontent, the work of the muckrakers, and 
recurring panics and depressions. It came to be recognized, 
first, that coercion was not limited to the abuses the Bill of 
Rights was meant to check—namely, those which a government 
could exert over the rights of individual citizens. It also in- 
cluded the economic coercion one individual could exert over 
another who, through no fault of his own, was less favorably 
situated to defend himself. From this discovery there arose 
the moral concept of the public interest, divorced from the 
rights of ownership and management and served by the regula- 
tory powers of government. Second, it came to be recognized 
that the private individual had come to be less and less in control 
of his own well-being. With production and distribution or- 
ganized on a national and also an international basis, an eco- 
nomic crisis could be met only by action as broad as the ele- 
ments involved in the situation. And from this realization 
there arose the concept that government itself should take the 
lead in helping to correct economic maladjustments which no 
individuals or group of individuals, however well meaning, 
could successfully undertake. 

The First World War quickened the pace and enlarged the 
scope of this changing social outlook. Every facet of our society 
for the first time felt the impact of two questions: How do you 
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initiate measures and how do you define the terms for the 
exercise of powers which the common interest requires in war- 
time? Also, how do you enlist private and local forces in the 
service of the common interest, not by coercion but by volun- 
tary consent and cooperation? As I have already implied at 
the outset, these questions did not lend themselves to uniform 
answers. Each answer had to be custom built, according to 
the needs of the particular problem and the moment. 

In the course of World War I, one of the overriding problems 
we faced—and we had no precedent to guide us—was the fixing 
of the price level for key commodities. Let me now draw from 
personal experiences and sketch three type situations where the 
price of three different commodities called for handling in 
three different ways. 


THE MANAGEMENT OF PRICES IN WORLD WAR I 


The first arose in connection with the price of cotton, follow- 
ing the outbreak of war in Europe. As the British embargo on 
the shipment of this commodity to Central Europe took hold, 
cotton dropped from 12 cents to 5 cents a pound. But this cold 
figure masked the real story. Cotton was the chief crop in the 
Southern states, and the key to the economic welfare of some 
30,000,000 people. If 5 cent cotton undercut the basis of life 
for these many millions, the massive suction of their fall must 
vitally affect the remainder of the nation. 

Here then was a case where a blind trust in the laws of supply 
and demand as the automatic guarantor of economic well-being 
was foolhardy. The laws themselves had been shattered by 
the impact of a foreign conflict for which the producers and 
dealers at home were in no way responsible. It was pointless to 
argue against governmental paternalism and against govern- 
mental interference in production and distribution. The situa- 
tion demanded a sound political solution to a set of hard facts 
that laissez-faire economic doctrine could not ease. 

With this in mind, I approached the then Vice Governor of 
the Federal Reserve Board and urged that the United States 
Government should provide a mechanism whereby loans could 
be made to the farmers, so as to raise the price of cotton from 
5 cents a pound to the then estimated break-even figure of 
8 cents. But the Vice Governor denounced me for making this 








6 EUGENE MEYER 


suggestion, and went on to assert that, if this was done in the 
case of cotton, it would lead to price fixing for every other 
commodity. Meanwhile, the situation got worse because the 
closing of the New York Stock Exchange at the outbreak of 
the war in 1914 barred the Allied powers from selling their 
American securities to finance the purchase of war materials 
in this country. Nor could they begin to do this until the end 
of 1914, when the Exchange was again opened. Only then, 
when their American securities could be liquidated on a grad- 
ually enlarging scale did they have the means for buying our 
cotton, foodstuffs, munitions and raw materials. Yet all this 
took time, and until the influence of the restored security 
markets became effective, our cotton growing area underwent 
great hardships that might have been avoided. Moreover, the 
adverse conditions in the South adversely affected the national 
economy. 

The second situation was the reverse of the first. The com- 
modity in question was copper. At the beginning of the war in 
1914, copper sold at about 13 certs a pound. But as war de- 
mands in Europe made themselves felt, the Allies began to 
compete with each other, and all competed with American 
consumers for our available stocks. Production was stepped 
up, but prices began to skyrocket. By February 1917, the 
little copper that was available sold at 38 cents a pound for 
spot delivery; copper ‘‘futures,’”’ for delivery at from 6 to 9 
months later, were priced at 32 cents. 

All this is by way of a prelude to what I want to relate. 

On a Sunday afternoon in February 1917, Mr. Bernard M. 
Baruch, then head of the raw materials division of the Advisory 
Committee of the Council of National Defense, told me that 
he had been asked by the Navy to obtain forty-five million 
pounds of copper for prompt delivery. He asked my opinion 
as to the price I thought he should pay for this amount, and 
how he should get it. 

By chance, I had been turning over in my own mind what 
the price of copper ought to be if we found ourselves in an 
actual state of war—which to me daily appeared more in- 
evitable. In the latter event, it seemed to me that the existing 
high price of copper had dangerous implications. The prices 
of other raw materials and finished products were also highly 
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inflated. I felt that when young men would be called upon to 
risk their lives in the common defense, everyone—capitalists, 
industrialists, farmers and laborers—should also do their part. 

Any price formula, therefore, had to have a twin aim. It had 
to take abnormal profits out of war, and it had to insure the 
government a steady supply of the materials it needed. I hoped 
that if the right policy were adopted in the case of copper it 
would inevitably influence policy in other cases. 

The specific formula I suggested to Mr. Baruch was based 
on the average price of copper for the previous decade. This 
included eight low price years and two high ones. The average 
price came to 1734 cents a pound. Mr. Baruch said he had not 
expected to get copper at that price when the market stood at 
38 cents. But then he asked again where and how I thought 
he might get it. 

The largest seller of copper in the country was the American 
Smelting and Refining Company, headed by our mutual friend, 
Mr. Daniel Guggenheim. I said to Mr. Baruch: ‘“‘Why not call 
on him at the St. Regis Hotel where he is at home every Sunday 
afternoon?” It was agreed that we should do this. On arriving 
there, Mr. Baruch explained his problem, and I explained my 
formula for establishing the price and the reasoning behind it. 

Mr. Guggenheim said that he could make no decision until 
he talked to his brothers, who were his partners, and of course, 
to the other great selling factors in the industry. But he would 
try to have an answer by the following morning. On Monday 
morning, when Mr. Baruch and I picked him up in a car to 
drive downtown, we were told that the Navy could have its 
45,000,000 pounds of copper at 1734 cents, f.o.b. the refinery. 
The supply was to come from the four largest selling agencies, 
acting on behalf of certain producing mines which they repre- 
sented. 

When this news was published, of course it made a profound 
impression all over the country. Later on, it achieved the 
effect for which I had hoped, in that the producers of other 
commodities were compelled by an awakened public opinion to 
follow the pattern set by the copper industry. No coercive 
powers of government had been used. Mr. Baruch, in common 
with the other members of the Advisory Committee at that 
time, had no legal powers to fix prices. I was in no way con- 
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nected with the government. Yet my proposal seemed right 
to the large producers. Later, because of wartime increases in 
production costs as determined by the Federal Trade Com- 
mission, the price of copper was fixed at 23% cents. This was 
still 14 cents lower than the level prevailing when Mr. Baruch 
and I had our Sunday afternoon talk. 

In the third incident involving the price level, the commodity 
in question was lead. At the time the incident arose, I was in 
the government as the advisor of the non-ferrous metals section 
of the Advisory Committee to the Council of National Defense. 

In the early days of the war, lead was in great demand for 
use in shrapnel. But through close cooperation between the 
lead industry and government representatives, the price of the 
commodity for United States Government and Allied purchase 
was cut from 12 to 8 cents. There was reason to expect that 
very large amounts of lead would be required in the future as 
in the past, and production went forward on that assumption. 
Instead, however, the Allied armies began to place an increased 
reliance on the use of gas and high explosive shells. In the 
sequel, the demand for shrapnel was sharply reduced, and 
large surpluses of lead quickly developed. By November of 
1917 the pressure of these surpluses had driven down the 
market price of lead to a low of 4% cents a pound. 

The price was discouraging to production, and the lead mines 
began a rapid shutdown. The Chairman of the Advisory Com- 
mittee for the lead industry at this point suggested that a 
survey be made of our future lead needs, so as to prevent any 
shortages due to a too sharply reduced output. The findings of 
the survey indicated that our future needs might exceed cur- 
rent production. To avert this danger, I arranged with the 
Canadian government to buy the total visible supply of lead in 
Mexico, and we urged the various departments of our govern- 
ment to make advance purchases suited to their prospective 
lead requirements. Similarly, we persuaded munitions con- 
tractors to take an inventory of their stock and to requisition 
lead at once against their future needs. The net effect of this 
was to raise the price of lead to 6 cents a pound, which main- 
tained a sufficient amount of production for long-run purposes. 
If more mines had continued to shut down because of the ab- 
normal market price of 4% cents a pound, there would not 


FROM LAISSEZ FAIRE TO THE RFC 9 


have been enough lead on hand to meet pressing military needs 
in the spring of 1918. 

What I have tried to indicate in these three examples is that 
the form of the challenge differed from day to day. At times 
you had to support the price level. At times you had to restrain 
it. At times you had to stabilize it. Had we adhered to a rigid 
attitude in which all answers had been predetermined to meet a 
fixed theory of what should be done about prices, the result 
would have hampered our war effort. 


THE WAR FINANCE CORPORATION IN WORLD WAR I 


May I now turn rather abruptly to another aspect of my 
theme. In the past twenty-nine years I have been armed with 
what I think is convincing proof that an emergency agency 
can be ended provided there is a will to do this. That particular 
proof is contained in a check bearing my signature which I 
keep framed in my office. It is dated January 5, 1925, and 
it is made out to the Treasurer of the United States for what 
was then the unprecedented sum of $499 million. 

What it represents is the retirement of the capital stock of 
the War Finance Corporation. It was a retirement, moreover, 
that was agreed to and acted upon by the directors of the War 
Finance Corporation, to head off an attempt in various quarters 
to prolong the life of the agency after it had served its emer- 
gency purposes. Unfortunately, a later generation in Wash- 
ington reversed this attitude and lent an air of truth to the 
saying that there is nothing so permanent as a temporary 
agency. 

The activities of the War Finance Corporation of which I 
became head in April 1918 may be divided into three main 
periods. They were, first, the financial and industrial needs of 
World War I; second, the emergency that arose after the war 
in the sphere of international trade and in what is now under- 
stood as the dollar gap; and, third, the collapse that occurred in 
agricultural prices and markets here at home. I should explain 
that during the war I was one of the directors of the Corpora- 
tion, while during the postwar years of reconstruction I was 
the Corporation’s Managing Director. 

The act under which the Corporation was established had 
two parts. One part created the Capital Issues Committee, 
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the purpose of which was to control and restrict the raising of 
capital that had no direct war application. The other part 
created the War Finance Corporation with a capital of $500 
million all owned by the Treasury, with power to borrow an 
additional $1,500 million on War Finance Corporation note 
issues. By these means, the Corporation was to help finance 
industries that were necessary or contributory to the prosecu- 
tion of the war, including railroads and public utilities. 

As matters developed, a key item in the work of the War 
Finance Corporation was the support of the public utilities. 
In my opinion, the need was due in part to the adverse effects 
of a precedent set in the case of the railroads. When the gov- 
ernment took over the railroads, rates were not raised, but the 
contracts provided for a net revenue above operating expenses 
equal to prewar earnings, on a basis authorized by law and set 
forth in the contract. Nor were rates raised until long after the 
war, when legislation was enacted which returned the railroads 
to their owners. 

This pattern appears to have left its mark on the conduct of 
various state and municipal bodies that regulated public 
utilities. Though they could offer the utilities no comparable 
arrangement whereby operating deficits would be met from 
public funds, the regulatory bodies generally continued to hold 
down the rates to low levels, despite a wartime rise in operating 
costs. In the sequel, though an expansion of utility services 
was urgent, the former sources of private credit for utility 
financing were either eliminated or reduced. The War Finance 
Corporation had to come to the rescue, the most spectacular 
instance being that of the Brooklyn Rapid Transit. 

The details of this and other wartime transactions lie beyond 
the scope of these remarks. Let me generalize, however, by 
saying that in the case of the utilities, the War Finance Cor- 
poration, as an arm of the Federal government, intruded in 
the local domain in order to help local people to help them- 
selves. In instances where railroads, utility and industrial 
corporations needed new financing, we found we could produce 
the best results by assuming the function of underwriters for 
new issues sold to the public through the regular banking 
mechanism. This often led to the public’s taking the whole 
of the offering. Generally in such cases no government funds 
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passed, and the transaction appeared merely in the correspond- 
ence of the War Finance Corporation. In other cases when 
only part of the securities were bought by the public, the 
Corporation took the unsubscribed portion that remained. 
These were later disposed of as opportunities arose. 

Of course, some of the utility holding companies on inspec- 
tion proved to be made largely of wind and water, and were 
beyond redemption. But where there was salvageable material 
to work with, as where good companies got into trouble which 
was not of their making, we tried to be helpful. In the case of 
a New Orleans street railway, for example, we discovered 
that its parent company was drowning in water, and no busi- 
ness could be transacted with it. But we loaned a million 
dollars direct to the subsidiary, and at the same time, induced 
the City of New Orleans to grant the street railway a fare 
increase of one cent to help make it a solvent enterprise. So 
much for what was experienced during the war. 


THE WAR FINANCE CORPORATION AFTER WORLD WAR I 


At the close of World War I—as at the close of World War 
Il—America stood alone in its capacity to help restore a 
stricken world, and in this way secure the peace for which the 
war was fought. Among many urgent needs, an immediate 
one was the revival of international trade by restoring the 
basis of European production. To this end, I drafted an amend- 
ment to the War Finance Corporation bill and, on February 25, 
1919, in the course of testimony before the Senate Finance 
Committee which considered the amendment justified it in 
these terms: 


“The countries associated with us in the war have used up an 
important part of their resources in the long struggle, especially 
when we consider their resources from the point of view of inter- 
national trade. They must economize nationally, and work to re- 
gain their lost peace industries as must we, as well. 

“They have endured a longer and greater economic and financial 
strain than we. Left to the limits of their own resources, it will take 
them a long period to build up their international commercial rela- 
tions. Unless we extend credits to them, they will be unable to buy 
from us largely until they can restore exports and sell to us and 
others. 
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“We need at once, and on a large scale, an outlet for great quanti- 
ties of our products. We cannot sell if we demand payment now, 
because our customers have neither the gold nor the goods nor 
securities marketable in this country with which to make payment. 

‘“‘We should put our people in a position to extend credit for long 
enough periods of time to encourage and justify the purchase of our 
products. It is intended primarily to help our own industry, our 
own labor, our own finance, and thus our own national well-being. 

“Nevertheless, a prompt restoration of international trade will 
do much more. It will enable Europe to restore its industry and 
employment of labor, and thus to hasten its political and social 
peace. Unemployment and hunger are the surest sources of social 
disorder.” 


It may be of interest to remark that I used this same lan- 
guage in May of 1946 before the House Banking and Currency 
Committee which was considering the British loan of $3,750 
million. 

Under the 1919 amendment, as enacted by the Congress, the 
Corporation could extend up to $1,000 million in loans to ex- 
porters or banking institutions that financed exporters. As a 
part of this same process, the formation of export banking 
institutions was authorized to the extent of 10 per cent of the 
capital and surplus of the member banks in the Federal Reserve 
System. It was expected that when these new export banking 
institutions were organized on a large scale, they would prove 
the main channel through which the War Finance Corporation 
could work in facilitating the financing of international trade. 

A number of these new banks were in fact organized and 
ready to act at a time when Secretary of the Treasury Houston 
in May of 1920 requested the directors of the War Finance 
Corporation to pass a resolution suspending all further opera- 
tions. The Secretary explained that ‘‘business is prosperous 
and involuntary unemployment negligible,” and that, under 
the new conditions of peace, there was no place in our system 
for an emergency device such as the War Finance Corporation. 
Because of our relationship with the Treasury, which owned 
all the capital stock of the War Finance Corporation, the di- 
rectors felt obliged to agree to the Secretary’s request. A sus- 
pension—but not a complete cessation or termination of 
activities—was agreed to. Since I was opposed to the whole 
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policy of deflation that was going on at that time, I resigned as 
Director and Managing Director. 

Secretary Houston’s action with respect to the Corporation 
was one of the more important elements that brought on one 
of the most drastic deflations in American history. That high 
wartime prices had to come down was acknowledged on all 
sides. But I maintained that to do this without an international 
credit mechanism that could ease the decline would prove 
disastrous. Unfortunately, this proved all too true. Commod- 
ity markets, led by cotton, our principal export crop, collapsed. 
Other agricultural commodities suffered a similar collapse and, 
in due course, this development was followed by industrial 
contraction and by widespread unemployment. 

What, then, was to be done? At public meetings across the 
nation called in connection with the work of a Senate sub- 
committee to which I was attached as an advisor, I argued that 
the most immediate remedy would be for the War Finance 
Corporation to resume its operations in extending export 
credits. All the funds, resources and legal powers of the Cor- 
poration were intact. All that was needed was a go-ahead 
signal from the Democratic administration. But the Secretary 
continued in his opposition and nothing was done. 

Eventually, however, when the Congress convened in 
December of 1920, a joint session of the Senate and House 
Committees on Agriculture inquired into the causes and 
remedies for the prevailing distress. Here, the Secretary and 
I collided head-on in our opposing attitudes toward a resump- 
tion of the functioning of the War Finance Corporation. The 
Secretary had presented his case in such an elaborate smoke 
screen of laissez-faire economic platitudes that I felt the truth 
could be seen only if I resorted to a bit of psychological warfare. 
An opportunity to do this arose when I was approached for a 
contribution to the European Relief Council which Herbert 
Hoover had organized to help feed European children. The 
Treasurer of the Council was Franklin Lane, Houston’s former 
colleague in the Wilson Cabinet. In an open letter to Mr. Lane, 
[ enclosed a contribution to his organization in the name of my 
“four happy, well-fed children,’’ and then went on to say that 
“at least some of the underfed and suffering children of Europe 
are in their present condition as a consequence of the policy 
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of the present Secretary of the Treasury.” In America, too, 
millions of Americans, while not starving, ‘‘are nevertheless 
reduced to genuine mental and material distress because of the 
same policy so ruthlessly carried out.” 

The rest of the letter reads: 


“We accept the idea that in war life and property must be freely 
sacrificed to maintain a great principle. History records no prec- 
edents, however, for the wholesale sacrifices imposed upon the 
civilized world by the Secretary’s present policies for the purpose 
of maintaining the petty platitudes of the outworn political economy 
which he proposes. 

“‘The cheeks of the children of Europe are gaunt with hunger, but 
the cotton seed that would furnish them the needed fats is rotting 
on the fields of Mississippi; they walk in tatters, and the cotton 
fields are white with cotton it does not pay to pick. 

“The sleek, breeding herds of the prairies, whose get is needed for 
the coming years, are led to slaughter because our financial leader- 
ship in the Treasury confesses itself impotent. 

“The corn and wheat of our great granary states lie in the bins 
because the farmer cannot sell, in the present demoralized market, 
without making himself a bankrupt, yet we are told by the head of 
the finances of this country that ‘nothing can be done.’ 

“The factories of New England are idle and their labor unem- 
ployed, not because their product is not wanted, but because our 
domestic and international organization for the production and 
distribution of goods is suffering a breakdown, yet we are solemnly 
advised that ‘nothing can be done.’ 

“T should feel like a slacker for the rest of my life if I failed to lift 
my voice in protest against such an absurd and disgraceful con- 
dition.” 


In publicly attacking the ‘‘do-nothing”’ policy of the Treasury 
in 1920, I was not advocating any system of planned economy. 
As I made it plain on that occasion, and on all prior and subse- 
quent occasions, I was opposed to a planned economy. As a 
staunch advocate of private enterprise, I was merely urging 
the adoption of short-run emergency measures that would 
meet an unusual and critical situation; that would stimulate 
and encourage the normal functioning of existing private 
agencies and, in this way, alleviate suffering and hardship. 

As a result of these discussions and hearings, a Joint Con- 
gressional resolution was promptly passed, directing the Treas- 
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ury to revive the activities of the War Finance Corporation 
in the field of export credits. The reply from the Treasury came 
in the form of a Presidential veto which was overridden by a 
vote of 50 to 6 in the Senate, and 250 to 66 in the House. 

Secretary Houston had promised that he would act accord- 
ing to the will of the Congress. Nevertheless, after the veto 
was overridden he justified a continuation of the do-nothing 
policy by claiming that there was no demand for the export 
loans contemplated in the act. I was therefore compelled to 
repeat again what I had said before the Joint Committee on 
Agriculture, namely, that the principal thing about doing any- 
thing is to want to do it. In this case, it was impossible to get 
the War Finance Corporation into full operation simply be- 
cause the Secretary did not want it to. The impasse, however, 
was broken when President Harding reappointed me to the 
post of Managing Director a few days after his inauguration. 

At this juncture, however, a new aspect of the international 
trade problem, as it affected our agricultural exports, had to be 
considered. The situation, briefly, was this. In the days when 
Europe was the financial center of the world, the American 
farmer sold his export crops to Europe within a short time after 
they came to maturity, using the returns to meet his financial 
obligations and to provide a stake for the next operation. In 
varying proportions the burden of storing and financing these 
crops was carried by European buyers. They maintained large 
inventories which they gradually distributed throughout the 
winter and spring to their own and other countries while they 
waited for a new crop in the autumn. 

As long as the Treasury of the United States continued to 
make loans to our war-time Allies, European prewar financial 
and marketing practices of our agricultural exports remained 
relatively unchanged. But when the Treasury ceased to make 
these loans around June of 1919, international exchange condi- 
tions prevented Europe from making purchases except for 
current needs. This in turn demanded a change in the timing 
of our marketing system here in America. Moreover, the 
failure to apply a brake to the decline in the price level of our 
agricultural commodities was paralleled by sharp fluctuations 
in the value of sterling and Continental currencies. In fact, 
these exchange fluctuations were as great and sometimes 
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greater than the fluctuations in commodity prices. Since the 
European buyer had no way of determining whether he would 
gain or lose on commodities which he would have to pay for in 
dollars and sell in terms of an unstable currency, he was nat- 
urally reluctant to burden himself with inventories. Nor, for 
the same reason, did he have as great an interest in an exten- 
sion of long-term American credits. 

Meanwhile, here at home, the demoralization of the com- 
modity market during the deflation forced a similar policy of 
caution onto our merchants and manufacturers. They, too, 
hesitated to make bulk purchases for future use when they did 
not know whether the price structure would suffer a further 
decline or swing upward. So they generally operated on the 
basis of the lowest possible stocks, buying only to supply the 
current demand. 

The combined effect of what was happening in Europe and in 
America forced large quantities of raw materials back on the 
original American producers and on the small banks which 
were incapable of meeting the unprecedented job of carrying 
crops for abnormally long periods. A large number of banks 
and our agricultural producers alike were unable to liquidate 
their loans or debts, and the result was a condition of acute 
distress in the agricultural sections of the country. 

Thus we were confronted with a twin need to provide both a 
storage and financial mechanism for the orderly marketing of 
our agricultural commodities to prevent their dumping in pell- 
mell fashion on the domestic market in order to get any sort of 
price for them. 

The Agricultural Credits Act of 1921 was passed in August in 
response to the existing abnormal situation. It added powers 
to the War Finance Corporation to make advances to banking 
institutions, livestock loan companies and cooperative mar- 
keting associations for agricultural purposes, including the 
breeding, raising, fattening and marketing of livestock. 

Here again it is beyond the scope of these notes to describe 
the nation-wide task the War Finance Corporation assumed 
under this new grant of power. I can only deal in generalities. 
We had to create an auxiliary banking organization adminis- 
tered from Washington, but operating at a grass roots level. 
At that level, the War Finance Corporation formed 33 agencies 
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which covered all important agricultural regions, and which 
were in charge of committees of local bankers and businessmen. 
These committees received applications for loans, examined 
them, negotiated with borrowers, and recommended to Wash- 
ington the decision they thought should be taken in each case. 
In summary, the auxiliary banking system that was brought 
into being under the Agricultural Credits Act of 1921 enabled 
the War Finance Corporation to meet the change in European 
buying and storing practices, by assistance to local banks, 
cooperative and livestock loan companies—all with the single 
aim of contributing to the orderly marketing of our produce on 
an annual instead of a seasonal basis. 

At last, however, in the mid-1920’s, the War Finance Cor- 
poration, which had dealt with one emergency after another— 
including bank runs, droughts and floods—seemed justified in 
terminating its activities. We wanted no further extensions of 
time in which to exercise our powers. So we took the lead by 
retiring our capital stock. I should add, however, that this 
liquidation would not have been possible had it not been for 
the Intermediate Credit Banking System in whose creation 
the directors of the War Finance Corporation played an impor- 
tant part. These new banks took over the work of the Corpora- 
tion on a permanent basis to fill an existing void in our credit 
mechanism. As for the War Finance Corporation, in the end 
it returned to the Treasury not only all of the capital funds 
which the government had subscribed. It also returned the 
cost of the money after deducting all operating expenses and 
losses. 


THE FARM LOAN BOARD 


Thus far in these notes, I have withheld all mention of the 
moral factors which are involved in the management of public 
business. I know of no better way to introduce this new theme 
than to quote from what William Penn wrote when he drafted 
the basic law for the Commonwealth of Pennsylvania. ‘“‘Gov- 
ernments, like clocks, go from the motion men give them,” 
William Penn said, ‘‘and as governments are made and moved 
by men, so by them they are ruined too. Wherefore govern- 
ments rather depend upon men than men upon governments. 
Let men be good, and the government cannot be bad; if it be 
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ill, they will cure it. But, if men be bad, let the government be 
ever so good, they will endeavor to warp and spoil it to their 
turn.” 

The force of this remark, while true in all operations of gov- 
ernment, whether in periods of tranquillity or crisis, acquired a 
special intensity in the course of an assignment which I under- 
took in May of 1927. At that time, I was appointed by Presi- 
dent Coolidge to be the head of the Farm Loan Board, bearing 
the title of Commissioner. It was this Board which supervised 
the operations of the Farm Loan System. 

The System itself, I should explain, had three parts. The 
first consisted of Federal Land Banks. They were cooperative 
in character and were joined together by mutual guarantees so 
that the strength of all could be summoned to the support of 
any one. The second consisted of the Joint Stock Land Banks. 
In part these were previously existing mortgage loan com- 
panies, privately owned and organized on an individual basis 
for private profit. In aim, both types of banks were designed to 
assist farmers in buying and refinancing land at reasonable 
rates of interest on mortgages, and for a sufficient period of 
time. They could do this because the banks had the privilege of 
issuing tax exempt bonds, and could thereby attract funds with 
which to make long-term loans at reasonably low rates. By the 
spring of 1927, the outstanding bonds of the Federal Land 
Banks were about $1,700 million, while those of the Joint Stock 
Land Banks were about $800 million. 

The third part of the Farm Loan System consisted of the 
Intermediate Credit Banks which I have already mentioned in a 
different connection. In origin, they were meant to provide a 
mechanism suitable to the financial requirements of agriculture, 
including loans on livestock, and for the special benefit of the 
breeding end of the animal husbandry industry. All the capital 
for the Intermediate Credit Banks was originally provided for 
by the government, with each bank being entitled to issue tax 
exempt debentures amounting to 10 times its capital. 

For several years preceding the spring of 1927, there had 
been clear signs of mismanagement in the System. The chief 
source of trouble lay in the Joint Stock Land Banks. Three of 
these eventually went into receivership, while many others were 
seriously weakened. But in addition to the Joint Stock Banks, a 
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number of important Federal Land Banks were also badly 
managed. Nor was this all. The Intermediate Credit Banks 
had not been directed in a way that served the main purpose 
for which they had been designed. In particular, they had been 
indifferent to the all important job of financing the breeding 
end of the livestock business. Yet the full story of this cumula- 
tive decay, originating in the Farm Loan Board itself, and 
spreading outward, could not be told publicly without im- 
periling confidence in the System as a whole. 

In my other government assignments up to this point—in the 
War Industries Board and in the War Finance Corporation—I 
had been in a position where I could help develop an organiza- 
tion and procedures which materially influenced the course of 
public policy. But the Farm Loan Board and the System it 
supervised represented a different sort of challenge. It did not 
involve the creation of a new program. It involved the rescue 
of an existing program that was intrinsically good, but which 
was threatened by entrenched administrators who in some cases 
were only lazy; in others, also incompetent; and in still others, 
added dishonesty to their disqualifications. 

To clear the ground from what was rotten and to build with 
solid materials, I found that we had to dismiss some officials; to 
transfer others to positions more suited to their abilities; or to 
refuse to reappoint those who could not adequately fill their 
jobs. As the chief executive officer for the Farm Loan Board, 
this brought down on my head a sustained and prolonged at- 
tack by powerful politicians who saw disappearing the pa- 
tronage system which they had previously enjoyed. Ironically, 
one of the most hostile of these men was a Senator who was 
among the original sponsors of the Farm Loan Act of 1916 
which had brought the Farm Loan System into being. 

What does one do in the face of attacks of this sort? 

The answer, as I envision it from personal experience, is sim. 
ply this. It is to stick to the truth, and the truth will serve you 
well. It is to respect the law at all points, even if you must 
offend the very men who framed the law, and who want you to 
ignore it for their special interest. It is to give such consistent 
respect to your role as public servants that you are prepared to 
resign from government rather than fail to do your duty. 
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Here, the chronology of events would call for a discussion of 
the monetary and credit policies that were pursued during the 
troubled years of 1930-33, when I was Governor of the Federal 
Reserve Board. Yet that subject has so many ramifications, 
that to relate any part of it, while other parts are omitted, would 
leave you with an inadequate picture. I believe, therefore, that 
I can make the best use of my remaining time by dealing with 
certain administrative problems I encountered in the Federal 
Reserve System. 

Preceding my appointment as Governor, in 1930, the Reserve 
System was torn by strife at the very time when the Board in 
Washington, the banks of the Reserve districts, and the mem- 
ber banks should have worked in concert to deal with a gather- 
ing economic crisis. Yet there was ill feeling between the New 
York Federal Reserve Bank and the Board in Washington, 
between the New York bank and the Chicago bank and other 
interior banks. And there was ill feeling within the Board it- 
self. In the latter case, it often led to a 3 to 3 voting deadlock 
on important policies—a deadlock that required the interven- 
tion of the Secretary of the Treasury who cast the deciding vote. 

Within the Board itself, one of the root causes of trouble was 
that each member was assigned two Federal Reserve districts 
over which he had special charge. In turn, this division of work 
led to a fragmentation of information. That is, it prevented 
the Board as a whole from having access to all the facts re- 
quired for any decision, whether it bore on national economic 
conditions, or on specific institutions. As rapidly as possible, I 
ended this system of divided jurisdictions and responsibilities. 
All the business of the Board was put under the Board as a 
whole, while we relied on the technical staff of examiners and 
lawyers to report and discuss problems with us. The Board sat 
as a unit, so that all the members were informed of conditions 
and problems at the same time. 

Similarly, in my capacity as Governor, I adhered to a strict 
rule I had developed earlier in the War Finance Corporation 
and the Farm Loan Board, and which was applied at a later 
date to the affairs of the Reconstruction Finance Corporation. 
The rule was that I would bring the Federal Reserve Board’s 
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business before the Board, and would not try to dispose of that 
business in my private office. 

In line with all of these changes, for the first time in the 
history of the Federal Reserve System, the Economics Division 
was brought into a proper relationship with the operations of 
the Federal Reserve Board. At the time of my appointment as 
Governor, one member of the Reserve Board seemed to be in 
charge of all economic and financial research activities, and the 
Division was scattered throughout different buildings in Wash- 
ington, with the result that a great many of the staff members 
did not know each other personally. I united them in a build- 
ing near the Treasury. 

Once this was done, it was possible to bring representatives of 
the Division into close contact with the Reserve Board. Men 
from the legal and research staff also were invited to attend 
meetings of the Board and present their views when matters on 
which they were working were being discussed. This seminar 
sort of approach helped them in their work, and it also enabled 
the Board to have the benefit of the opinions and specialized 
knowledge of the technicians. These changes have since become 
permanent features of the Reserve Board, though with time 
and experience they have naturally been greatly developed and 
improved. 

By these means, the friction that had existed in the Board 
was reduced. The friction between the Board and some of the 
Reserve district banks was due to the weakness of those who 
had been appointed governors of certain banks. This, in turn, 
however, resulted from the former weakness within the Board 
itself. The Board had failed to show the strong hand it could 
have exercised when these governors were selected. More 
specifically, regardless of who had the authority to elect the 
governors, the salaries of these men were under the control of 
the Board, and none, therefore, could really be elected without 
the approval of the Board. 

The use of this device as an instrument of supervision over 
the quality of the governors was, I felt, entirely proper. One 
case stands out vividly in my mind where the failure to use it 
in a former day had a disastrous result in my day as Governor. 
A large bank—not a member of the Federal Reserve System— 
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but of considerable size and importance, closed suddenly on a 
Monday morning. The Governor of the Federal Reserve Bank 
in the city where this occurred should have been alert to the 
situation. For the clearing house bankers in the same city had 
met Friday night, all day Saturday and Sunday to consider 
whether they should act collectively to save the institution. 
Yet the Governor of the Federal Reserve Bank was without 
knowledge of the matter. 

On Monday morning, I was called up by the Secretary of the 
Treasury and asked what I knew about the closing of the bank. 
I said I knew nothing. The Secretary then said that President 
Hoover had been called on the phone by interested parties and 
wanted the facts. I told the Secretary that I would get them 
for him. When I called the Governor of the Federal Reserve 
Bank at his home in the country, he confessed that he knew 
nothing about the closing of the bank. What the case boiled 
down to was that the big bankers of an important city had no 
respect and no confidence in the Governor of the Federal 
Reserve District Bank, and therefore had not consulted him 
during their three days of deliberation. His lack of importance 
in the banking community weakened the proper operations 
of the Federal Reserve System—a weakening that could have 
been avoided had the Federal Reserve Board used its veto 
power when the man was first nominated for a key position 
in the financial mechanism of a great metropolitan region. 


THE RECONSTRUCTION FINANCE CORPORATION 

Now for a brief discussion of a big subject. If William Gra- 
ham Sumner spoke for the laissez-faire theory of the nineteenth 
century into which I was born, the RFC was the dramatic sym- 
bol of the opposite theory. It represented the need for far- 
reaching governmental intervention in the functioning of the 
private enterprise system—a system which had undergone a 
cataclysmic cycle of boom and bust. 

At the risk of over-simplification, let me summarize the main 
factors which, in my opinion, caused that boom and bust. They 
included the gross mismanagement of war debts and repara- 
tions, unsound lending of American capital abroad, excessive 
and unsound real estate financing at home, the speculative 
frenzy which spread from the real estate market to the stock 
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market and to the commodity market, no national supervision 
of the issuance of stocks and bonds, and the evil effects of the 
nation-wide expansion in the so-called ‘‘affiliates’’ of our larger 
banks and trust companies. 

I list the mismanagement of our war debts and reparations 
as being first in importance because, in my opinion, it was the 
key to the world-wide economic maladjustments which fol- 
lowed the end of World War I. After a decade of temporizing, 
the Young Plan was agreed to in 1929 as the basis for a final 
and practical settlement of the reparations problem. It was, 
in fact, an absolutely impractical solution. 

As I argued with the first American I saw who returned from 
the Young Plan meeting in Paris, Germany was poor in natural 
resources. Its only national resource was German labor. Thus, 
if Germany was to get from its exports a balance of $500 million 
in gold per annum to pay for its reparations under the Young 
Plan, the burden would fall on the German workingman. 
Imagine how many extra hours he would have to labor to create 
that balance, after Germany had bought 20 to 25 per cent of 
its food supply, paid for all its cotton, and almost all of its 
copper and the other raw materials which it imported? The 
excess number of man-hours that would be required for the 
purposes of war reparations would be fatally and disastrously 
out of range with any human capability. And since Germany 
could not physically secure a balance of $500 million in gold 
per annum, neither could our former Allies pay their debts to 
us, since the discharge of those debts was linked to the amount 
of reparations those countries secured from Germany. 

I would not venture an unqualified private opinion that the 
impossible burden of reparations was responsible for the rise of 
Hitler. But some of our able officials who were in Berlin when 
Hitler was making his bid for power have felt that the economic 
disaster originating in excessive reparations, and which, in turn, 
was related to the attempt to collect war debts from our former 
allies, gave Adolf Hitler the means by which he turned the 
German state into a dictatorship. 

In 1930 the handwriting on the wall pointing to a world-wide 
economic disaster was painfully clear to me. At that time, I 
urged President Hoover to call an international conference 
where war debts and reparations alike would be sharply scaled 
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down to a figure in line with Germany’s capacity to pay war 
reparations. But neither the Republican nor the Democratic 
leaderships had been willing through the years to face hard 
facts. They insisted that war debts and reparations were 
separate problems, when they were in truth closely interrelated. 

On September 21, 1931, the British went off gold, an event 
that had world-shaking consequences. When this occurred I 
warned that it threatened calamitous results. I argued that a 
large part of world trade was transacted in sterling, and that, 
when sterling was shaken, trade would be violently dislocated. 
I stressed this point in conversation with President Hoover and 
suggested that he call an extra session of Congress so that the 
Congress would meet the domestic and international aspects 
of the emergency by reviving the War Finance Corporation 
with much larger and wider powers. 

The President rejected this idea and suggested instead that a 
meeting of bankers and businessmen be called to create a 
national credit association with $500 million capital. Its pur- 
pose would be to help banks in need and to loan against the 
assets of closed banks, so as to melt their frozen funds. I felt 
strongly that this alternative plan was inadequate; that only 
through a revival of the War Finance Corporation could the 
emergency be met. But since the President was opposed to this 
course, after a good deal of difficulty, I arranged the meeting he 
requested. The place chosen was the Washington apartment of 
Andrew Mellon, the Secretary of the Treasury. 

I regret to say that my files contain no transcript of what was 
said at this meeting. But, as I recall the general sense of what 
transpired, I believe the group was addressed by the President, 
and by the Secretary and Under Secretary of the Treasury. All 
of them urged the bankers and businessmen to organize the 
National Credit Association, but without visible effect. The 
three men then retired from the room and left me to do what I 
could. I realized that the group would not make the subscrip- 
tion requested of them except on one condition. And in my 
remarks I stated that condition without consulting my supe- 
riors in the government. In asking the bankers and businessmen 
for their cooperation, I said that, if economic trends continued 
to develop so unfortunately that the National Credit Associa- 
tion proved inadequate, I would do all that I could to get the 
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Congress to revive the War Finance Corporation, with greatly 
expanded resources and authority. 

On the basis of this assurance, the group agreed to create the 
National Credit Association. As soon as it was formed, I went 
again to President Hoover and said that the Association was 
not big enough and powerful enough to meet the emergency; 
that, in my opinion, the War Finance Corporation would have 
to be revived. As I have already indicated, since this entailed 
an extra session of the Congress to which the President was 
opposed, my argument, once again, got nowhere. 

Meanwhile, I started work with some staff members in 
drafting what eventually became the Reconstruction Finance 
Corporation Act. Though its scope and powers went far beyond 
those of the War Finance Corporation, the underlying philoso- 
phy was the same in both cases. The RFC was to be only a 
temporary measure to meet an extraordinary, unusual and 
critical situation. For this purpose, the power and credit of the 
Federal government was to be gathered in a single institution 
which, under proper safeguards, would serve to stabilize and 
strengthen the agencies through which the production and 
distribution process was conducted. Moreover, the RFC was 
to do this not alone with respect to operations which were 
nation-wide in character. Through a broad assortment of 
agencies, it was also to do this for the smaller and more local 
areas of economic activity. 

It was not until a few days before the Congress convened in 
its regular course that President Hoover indicated he would 
approve the introduction of the RFC bill. In its original ver- 
sion, the measure was deliberately written in broad language so 
as to permit the Corporation the widest possible latitude in 

‘its financial operations. For example, one field of activity I 
had in mind was that the RFC would make loans to financial 
institutions for the purpose of carrying raw materials, agricul- 
tural products and other American commodities. This idea 
was later developed in the Commodity Credit Corporation, 
created by the New Deal. But Senator Glass objected to the 
broad language in which the RFC bill was drawn, and claimed 
that I was asking for more power than any man should com- 
mand. Upon his insistence, the version of the bill that was 
reported out of committee for Congressional enactment, 
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itemized—and in this way, narrowed down the specific areas 
in which the RFC could act. My proposal for loans to institu- 
tions that would carry American raw materials and commodities 
fell a casualty to this strait-jacket, with results that were 
most unfortunate. 

In the original draft version of the RFC bill, too, I did not 
plan to be a member of the Board. But the condition of Demo- 
cratic support, as stated to me by Senator Joe Robinson, was 
that the bill would be drafted under my supervision and that I 
would be the directing head of the operation. This was ac- 
cepted by Mr. Hoover and, in turn, by Democratic leaders. 
And so the bill was rewritten to make me an ex-officio member 
of the Board, the understanding being that I was to be elected 
chairman by the directors when the Corporation was organized. 

Faced by the urgent requirements of the moment, there was 
good reason for me to serve in a dual capacity. With speed and 
efficiency being a prime requisite in getting the RFC launched, 
the new corporation would need great help from the Federal 
Reserve System. As Governor, I could at once mobilize the 
existing machinery of the Federal Reserve—office space, com- 
munications and above all personnel—for the use of the RFC. 

The RFC began to function at full blast within ten days 
after Congress approved the measure in January of 1931. Sub- 
sequently, John Garner, Speaker of the House, pushed through 
a resolution in the House compelling the RFC to send him a 
monthly report, which he published, of every bank that bor- 
rowed money. All this was advocated in the name of putting a 
curb on any favoritism. The principle of reporting was sound 
enough. But, as I then argued, the prudent course would have 
been to withhold publication until some time after the loans 
were made, trusting to the investigating power of Congress to 
call the RFC to account for any irregularities. What actually 
happened under the Garner resolution was that, in the frenzied 
climate of the period, publication of loans to banks shortly after 
they were made tended to defeat the purposes of the RFC, in 
that it brought each bank into the fierce glare of a spotlight 
and induced panicky depositors to withdraw their funds. 

Nevertheless, six months after its organization, the work and 
personnel of the RFC had developed sufficiently to warrant my 
request to be relieved of ex-officio membership in the RFC, so 
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that I could devote all my time to the Federal Reserve Board. 
The request was granted, by legislation passed in July 1932. 
As I recall, in a half year of operations to that date, the RFC 
had approved loans totaling $1,800 million. 

No institution which provides a pipeline from the Treasury 
to the voter can over any stretch of years be administered in a 
way that will avoid the corrupting influence of political pres- 
sure. As I hope these remarks have indicated, I have always 
believed that it is a sound principle of government in excep- 
tional conditions involving the national interest, to depart 
from the ordinary rules of governmental activity and provide 
exceptional and temporary institutions and measures for deal- 
ing with temporary and unusual conditions. But I have always 
emphasized that once conditions become normal, the men who 
are in charge of emergency institutions should themselves take 
the lead in putting such institutions on the shelf. 

Under normal conditions, we do not look for emergencies or 
for crisis situations that may lie directly ahead. After we have 
experienced them, we feel that we now understand how to 
avoid them. This last may be true to a considerable extent. 
But conditions of life change and new situations arise where 
the critical factors are different. History seems to indicate, I 
am sorry to say, that in encountering new conditions we make 
new mistakes, so that with all the wisdom and knowledge of 
the past, no one has any assurance that he will be right the 
next time. 

Because of the time lag involved in grasping the significance 
of the new critical factors which make a situation a dangerous 
one, the public administrator must hold himself ever ready to 
re-examine the principles of his own action and the conditions 
of the society in which he functions. He must bring to his task 
an independence of judgment, a vigorous power of analysis, 
and a will to act in the light of his own best conscience, despite 
the pressures too often encountered in public life which would 
have him act differently. In the supreme sense of the word, he 
must prefer to be right than to be President. And that takes 
honesty and courage above all. The future looks to the ad- 
ministrative leaders to bring the highest qualities of the human 
capacity to the consideration of all that vitally affects our 
public interest. 
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William R. Moffat 


INTRODUCTION 


RESENT Antitrust law in application to the single dominant 
P firm stems primarily from the decision of Judge Learned 
Hand in United States v. Aluminum Company of America, 148 
F. 2d 416, and from other subsequent Supreme Court decisions. 
Certain difficulties which present themselves in this strand of 
law are brought out by the forthcoming action against the 
International Business Machines Corporation, especially those 
in connection with the determination of market share and the 
definition of ‘‘exclusionary action.’’ This paper examines these 
problems in the context of recent Antitrust cases and, in the 
case of the definition of ‘‘exclusionary action,” it offers some 
suggestion as to how this term has been and might be applied 
by the courts. 

Judge Hand’s decision in the Aluminum case is important 
for our purposes for the manner in which it progresses to a find- 
ing of ‘‘monopolization” under Section 2 of the Sherman Act. 
Faced with a lower court decision’ which found Alcoa substan- 
tially innocent of any technical restraints of trade under Sec- 
tion 1, Hand reasoned that Alcoa’s market share, which he 
computed at over ninety per cent, constituted “monopoly.” 
But possession of “‘monopoly”’ was not itself enough; to support 
a finding of “‘monopolization” it must appear that this position 
was not inevitable—that monopoly had not been “‘thrust upon”’ 
the firm in question. This condition was satisfied if it was 
found that the firm had engaged in ‘‘exclusionary action,” a 
term which appeared to mean action which, even though 
“honestly industrial,’”’ was exclusionary in its effects. With 
subsequent amplification and modification, this now seems to 
be the core of Antitrust law concerning the position of the single 
dominant firm; the key elements are ‘‘market control’ and 
“exclusionary action.”” The doctrine has not been rigidly ap- 


1 United States v. Aluminum Company of America, 44 F. Supp. 97. 
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plied. There seems to be a strong tendency for the courts to 
temper the bare logic of the Alcoa case with an element of con- 
cern for how well the firm or the industry has performed its 
industrial tasks in terms of progressiveness, profit levels, ad- 
justment of capacity to demand, and so forth. Yet the essential 
elements remain. 

This matter was given new interest by the filing of a Com- 
plaint? by the Antitrust Division in the District Court of the 
Southern District of New York on January 21, 1952 against the 
International Business Machines Corporation. Violations of 
both Section 1 and Section 2 of the Sherman Act have been 
charged, and trial of the case is expected to begin sometime in 
1954. The nature of the Complaint and Answer indicate that 
the issues presented by the Alcoa case will arise here also. 


THE PROBLEM OF MARKET DEFINITION 

The use of a percentage market share as a measure of “‘mo- 
nopoly”’ has become customary in the strand of law in which 
we are interested. Judge Hand in the Alcoa case stated that a 
90 per cent market share ‘‘is enough to constitute a monopoly; 
it is doubtful whether 60 or 64 per cent would be enough; and 
certainly 33 per cent is not.’’* There are a number of difficulties 
with the use of such a figure as a measure of monopoly power, 
even assuming that it is calculated with reference to a justifiable 
definition of the market. For ‘‘market share’’ cannot be simply 
equated with “‘market power” or “‘degree of monopoly.” It does 
not take adequate account of other important facets of market 
power such as ease of entry, and to this extent it lacks justifica- 
tion no matter how well applied it may be. This deficiency has 
been noted in at least one recent decision, that of Judge Wyzan- 
ski in United States v. United Shoe Machinery Corporation, 110 
F. Supp. 295, in which the Court explicitly considered other 
factors as well as market share in determining the defendant’s 
strength, and in a footnote pointed to the fact that the criterion 
was really an index of market power, albeit a highly useful 
one, and not market power itself.‘ This problem of measuring 
the degree of monopoly is as yet unsolved in any satisfactory 


2 United States, Plaintiff v. International Business Machines Corporation, De- 
fendant. Civil Action No. C—27-—344, filed January 21, 1952. 

3 United States v. Aluminum Company of America, 148 F. 2nd 416, at 424. 
4 United States v. United Shoe Machinery Cerporation, 110 F. Supp. 295, at 343. 
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manner; all that can be hoped is that the courts take account 
of the nature of the difficulty much in the manner of Judge 
Wyzanski, and avoid the possibly misleading implications of a 
rigid application of market share as the sole criterion of monop- 
oly power. 

When a measure of market share is used as a fact of probative 
value in judging a firm’s position, it should, of course, be as 
accurate as possible. Here there seems to be room for improve- 
ment, and it is certain that in the IBM case the issue will arise 
with a vengeance. Trouble arises not usually in the attempt to 
measure the individual firm’s output, but in determining what 
constitutes the market of which this firm’s sales should be con- 
sidered a part. In the Alcoa case, the criterion of market 
definition was implicitly technological—sales of the product 
aluminum ingot were presumed to constitute a market, though 
there was little discussion in the opinion in justification of this 
choice. The only reference to a contrary possibility is the brief 
statement 


‘There are indeed limits to his power; substitutes are available for 
almost all commodities, and to raise the price enough is to evoke 
them. . . . But these limitations also exist when a single producer 
occupies the whole market; even then, his hold will depend upon his 
moderation in exerting his immediate power.’’® 


Thus the essence of the issue is sidestepped—the degree of the 
possibilities of substitution of other materials for aluminum 
ingot. In the Columbia Steel case,® containing one of the most 
exhaustive analyses of the extent of the market to be found in 
the recent decisions, the assumption was also implicit that sales 
of the product steel (in ingot, rolled or fabricated form accord- 
ing to the particular issue) constituted a market. There was 
consideration of geographical limitations on the extent of the 
market, and the possibilities of short-run change in the product 
mix of fabricators were weighed, but the substitution in use of 
other materials was apparently ignored. This is not to say 
that in either the Alcoa or Columbia Steel case a fuller con- 
sideration of substitutes would necessarily have led to a differ- 
ent result, but it is desirable that the issue be at least faced—it 


5 United States v. Aluminum Company of America, 148 F. 2nd 416, at 426. 
6 United States v. Columbia Steel Co., 334 U.S. 495. 
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may not always be inconsequential. Even under optimum 
conditions, of course, market delineation is an extremely diffi- 
cult task, and in the end involves a large element of arbitrari- 
ness except in the almost non-existent cases where a product 
easily-identifiable on technological grounds has virtually no 
substitutes, or only very distant ones, and is produced by 
easily-identifiable firms with no “‘close’’ potential producers. 
For the influence of substitution in use as well as that of poten- 
tial entry, both in terms of the relevant time spans, must enter 
into a market definition. In the final decision some arbitrary 
line will have to be drawn as to a maximum degree of substitut- 
ability in use allowable between the produce within and those 
outside the ‘‘market,’”’ and the maximum “ability-to-enter”’ 
possessed by firms to be classified as outside the “‘industry.”’ 
The avoidance of gross error in the definition of the market is 
feasible even though precision would be difficult, and recent 
cases seem to present this issue in such a way as to make it 
absolutely necessary for the courts to face it squarely. 

The Complaint against the International Business Machines 
Corporation clearly constitutes one of these cases. Some exposi- 
tion of the nature of the industry which IBM is charged with 
‘“‘monopolizing’’ will show this. The industry may be provi- 
sionally defined as the producers of the group of machines that 
accomplish accounting operations of various sorts through the 
manipulation of punched cards containing by virtue of the 
arrangement of the punched holes, information important for 
the operation of the user’s enterprise. The uses to which such 
machinery may be put are quite varied—their essential utility 
is the general one of being able to record conveniently large 
masses of numerical or alphabetical data on a unit basis, and 
classify and perform computations upon it by mechanical 
means with great speed, flexibility and accuracy. Thus the 
machines are used wherever such masses of data must be ma- 
nipulated—from the essentially statistical operations of cen- 
suses, and the voluminous long-range record keeping of the 
Government’s Social Security program, to the routine ‘“‘re- 
ceivables” and ‘‘payables’” accounting performed by every 
business firm. 

There have in the past been two general accounting or tabu- 
lating machine systems, the so-called ‘“‘mechanical” and ‘‘elec- 


THE DOMINANT FIRM 35 


trical’’ systems. They have always been able to perform com- 
parable functions, but machines of the electrical system perform 
their automatic operations primarily under electrical control, 
and derive source data from punched cards under the control of 
electrical circuits which are completed by brushes that pene- 
trate holes in the cards; while machines of the mechanical 
system perform their automatic functions primarily by me- 
chanical action, and derive source data from punched cards 
under control of small pins which penetrate holes in the cards. 
The importance of the differentiation between the two systems 
is primarily one of patent coverage—historically the electrical 
(Hollerith) system has been the province of the International 
Business Machines Corporation, and the mechanical system 
that of the Remington Rand Corporation. Since World War II 
the line between them has been considerably blurred as “‘funda- 
mental” patent protection in the electrical field has lapsed, and 
Remington Rand as well as IBM has begun to engage in the 
production of machines using electronic activating and control 
devices. A continuing difference between the machines of the 
two firms is in the nature of the cards used—IBM uses 80- 
column cards with rectangular holes, while Remington Rand 
uses 90-column cards with round holes. 

The standard accounting machine installation consists of a 
combination of three types of machines—punches, sorters, and 
accounting machines—in various proportions according to the 
job requirements, plus such auxiliary equipment as is needed. 
The character of the individual installation can thus be varied 
quite extensively to meet the needs of the customer. Machines 
of varying speeds and sizes are available; small customers can 
be served by the use of slow-speed machines and by the re- 
cently-inaugurated use of pre-punched cards, eliminating the 
most labor-expensive of the operations, that of punching. If 
large-scale or complicated computations must be performed 
on the data, punch-computors are available which are essen- 
tially commercial-sized “electronic brains’; there are also 
numerous other special-purpose machines for check writing, 
report printing, and so forth. 

As for flexibility of customer choice between the two main 
types of systems offered by IBM and Remington Rand, it is 
clear that the difference of card-size and hole-shape introduces 
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some degree of rigidity. The user of, say, an IBM electrical 
system who has for years recorded all his data on 80-column 
cards faces the necessity of transferring the data to other cards 
entirely if he wishes to shift to Remington Rand. It would 
seem that IBM, much the larger of the two firms, would find 
it in its interest to maximize the difficulty of such a shift, 
Remington Rand to minimize it. But a judgment as to the 
effect of this factor on relative market shares of the two firms 
over long periods of time would be very difficult to make. 

There are of course an infinite number of ways of performing 
the functions for which punch-card accounting machines are 
designed, ranging all the way from accounting machines of 
other types to pencil-and-paper clerical work. In one sense, all 
of these methods are “in competition with’ accounting ma- 
chines, but the important thing for the problem at hand, 
definition of the market, is to assess the degree of their respec- 
tive substitutability. Relatively close to punch-card machines 
in their methods and capabilities are systems of the “McBee 
Keysort”’ variety, which use cards not unlike those of IBM, 
but with holes circling the outside edge. Information is written 
on the card face, and corresponding holes are notched out, so 
that when a wire is inserted through that hole in a stack of 
cards, the desired ones will drop out, and the information can 
be recorded. The system thus performs in an abbreviated 
manner the punching and sorting functions, but leaves the 
final computing, manipulating, and accounting to be done in 
other ways. Another very widely used method of performing 
the accounting operation is through the use of ‘‘accounting 
typewriters’ equipped to handle accounting forms and sym- 
bols, and often powered by electricity. But a catalogue of ac- 
counting methods would be endless and not too helpful for the 
issue at hand; the diversity of firms which must somehow get 
these functions done dictates in any case that the punch-card 
system will be at widely varying comparative advantage or 
disadvantage to other methods in different cases. 

The important issue is how the market is to be defined. The 
recent Complaint against IBM charges, among other things, 
that IBM has ‘“‘monopolized”’ the accounting machines market 
in violation of Section 2 of the Sherman Act by virtue of its 
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ownership of some 90 per cent of the machines in operation in 
the country. IBM in its Answer’ 


. avers that there are many types of office machines used to 
perform the functions enumerated above and that they are manu- 
factured and distributed by approximately 20 manufacturers and 
that the defendant manufactures a small percentage of the office ma- 
chines used in the United States to perform these functions.” 


IBM is thus willing to admit that it makes 90 per cent of the 
punch-card accounting machines in the country, but claims 
that this represents the production of only ‘‘a small percentage”’ 
of the supply in the relevant market. It is apparent that an 
explicit judgment on the matter of substitutes will be forced 
upon the Court in this case—the expedients of the Alcoa and 
Columbia Steel cases are not apt to be adequate. 

The information is not available with which to make any 
kind of judgment on what is the relevant market in this paper. 
The most that can be done is to suggest the kind of information 
which it would be desirable to have in order to do so. In certain 
respects IBM may furnish a favorable case for the investigation 
of this question—its relations with its customers are such that a 
great deal of information undoubtedly exists in its own files 
which concerns the issue, and may even provide sufficient data 
for a relatively sound judgment on it. IBM’s sales force spends 
much of its effort, when it is ‘‘selling’’ a customer, in translating 
his particular accounting problem into a punch-card set-up, 
and estimating on this basis the comparative costs to him of his 
old system and an IBM installation. If the records of such 
computations are kept, as they undoubtedly are, they should 
contain very useful information relevant to the question: at 
what relative prices would IBM machines become more eco- 
nomical in use than other types of accounting systems? With 
judicious use of stratified sampling techniques among these 
records relating to classes of firms using IBM machines, it 
should be possible to build up a sort of demand curve which 
would yield the information desired. In any case it should be 
able to give rough answers to questions of the following type. 
From present relative prices, how much trade would IBM and 


7 United States, Plaintiff v. International Business Machines Corporation, De- 
fendant. Civil Action No. C-72-344. Answer. 
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Remington Rand be likely to lose if prices of their machines 
were to be raised 10 per cent? How much trade would they 
lose if prices were raised 10 per cent from an initial level approx- 
imating their present average costs of production? The latter 
question might be difficult to answer on the basis of the avail- 
able information, since presumably prices have never been in 
that range, and there would therefore be no historical record 
of the relevant comparisons. An answer to the first that in- 
dicated a relatively inelastic demand at present levels would 
however constitute fairly convincing evidence that punch-card 
accounting machines could be considered a separate ‘‘product,”’ 
though evidence of high elasticity would not necessarily be 
sufficient to show the contrary—evidence of high elasticity at 
average-cost levels would be necessary to do that. Such a 
procedure has certain difficulties, aside from its inherent com- 
plexity, as a means of defining the market. A satisfactory 
definition of ‘“‘output”’ may be difficult to arrive at for meaning- 
ful cost comparisons among methods and for the construction 
of a demand curve; it must be assumed for purposes of con- 
structing an ‘“‘industry’’ demand curve that the output of 
Remington Rand and IBM is homogeneous; and care must be 
taken that any price discrimination practiced by the firms is 
eliminated before the relative price comparisons are made. 
But all in all such an exploration would prove very rewarding— 
it would certainly constitute an improvement over the usual 
implicit technological definition of the market. The final deci- 
sion as to what should be included within this definition would 
still be difficult, but the extent of its arbitrariness would be 
explicit. 


THE PROBLEM OF DEFINING EXCLUSIONARY ACTION 


Judge Wyzanski in his opinion in United States v. United 
Shoe Machinery Corporation, 110 F. Supp. 295, cites two current 
lines of authority on interpretation of Section 2 of the Sherman 
Act, that of Justice Douglas in United States v. Griffith, 334 
U.S. 100, and that of Judge Hand in the Alcoa case. Judge 
Wyzanski interprets the former as meaning*® 


8 United States v. United Shoe Machinery Corporation, 110 F. Supp. 295, at 342. 
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. that it is a violation of Section 2 for one having effective con- 
trol of the market to use, or plan to use, any exclusionary practice, 
even though it is not a technical restraint of trade.” 


oe 


and the latter that 


“ec 


. one who has acquired an overwhelming share of the market 
‘“‘monopolizes’’ whenever he does business, apparently even if there 
is no showing that his business involves any exclusionary practice. 
But . . . this doctrine is softened by Judge Hand’s suggestion that 
the defendant may escape liability if it bears the burden of proving 
that it owes its monopoly solely to . . . (ability, natural forces, or 
law).”’ 


Judge Wyzanski found it unnecessary to distinguish between 
these two lines of approach for the purpose of his decision. It is 
questionable whether on substantive grounds the two can be 
distinguished—how can a firm possess a ‘‘monopoly’’ not due 
solely to “ability, natural forces, or law,’”’ and yet not have 
engaged in any ‘exclusionary practice?’ The big difference 
between the two approaches seems to be that the burden of 
proof of exclusionary practices is on the plaintiff in the former, 
while in the latter the defendant faces the burden of showing 
that it owes its monopoly solely to ability, natural forces, or 
law. This is an important difference, but the issue which will 
arise, given a firm which possesses the requisite market control, 
is the same in either case: has the defendant’s position been 
gained solely through ability, etc., or is it to some extent the 
result of exclusionary practices? 

The terms of this distinction must be given some concrete 
meaning in the individual case, and if possible in general, in 
order to give the law any clarity whatsoever. In both the Alcoa 
and Shoe cases this problem was dealt with. The Alcoa decision 
helps us somewhat by way of examples as to what are to be 
regarded as justifiable reasons for the possession of a position 
of market power. Judge Hand says 


“A market may, for example, be so limited that it is impossible to 
produce at all and meet the cost of production except by a plant 
large enough to supply the whole demand. Or there may be changes 
in taste or in costs which drive out all but one purveyor. A single 


® United States v. Aluminum Company of America, 148 F. 2nd 416, at 430. 
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producer may be the survivor out of a group of active competitors, 
merely by virtue of his superior skill, foresight and industry.” 


The first of Judge Hand’s examples contains a clear case of 
economies of scale demanding production by one firm only— 
presumably it could be extended to take in the case in which 
two or more firms could produce the needed supply at costs 
not above prices, but at costs significantly higher nevertheless 
than those which would obtain if the production were con- 
centrated with one firm. The second example, if it means a rise 
in costs to all firms such that all producers but the one with 
lowest costs are driven out of business, amounts to the same 
thing as the first; it may also mean differential cost rises driving 
out all but one or a few firms, though for firms actually in the 
same industry and presumably using similar raw materials, 
this is a somewhat difficult case to visualize. The second exam- 
ple also refers to changes in taste which, as a short-run dynamic 
matter, could conceivably drive all but one or a few firms out of 
business, but without more it is not easy to see how this could 
result in a sustained position of market power. The third 
example quite clearly refers to advantages internal to the 
organization of the successful firm; i.e., faced with a situation 
similar to that of its competitors, the firm has operated itself 
so much more efficiently that it has driven all others out. In 
order to distinguish this from the first example, it must be 
assumed that there are no significant economies of scale here— 
only that this firm’s cost curve throughout its range is lower 
than that of its competitors. To be consistent, not only all 
existing firms but also all possible entrants must presumably 
be included in this efficiency-comparison, which may make it a 
more difficult ground upon which to rely. From Judge Hand’s 
examples we thus glean one clear justification—that of econ- 
omies of scale; the matter of superior efficiency may be 
demonstrable in some cases; the example of changes in taste 
and costs yields no very clear criterion. 

Judge Wyzanski in his Shoe decision mentions the following 
factors: 


“e 


. superior skill, superior products, natural advantages, (in- 
cluding accessibility to raw materials or markets), economic or 
technological efficiency, (including scientific research), low margins 
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of profit maintained permanently and without discrimination, or 
licenses conferred by, and used within, the limits of law,” . . . or, 
perhaps, others’ lack of interest in entering the market.’ 


“Superior skill” must refer to internal advantages mentioned 
also by Judge Hand. “Superior products” may refer to Hand’s 
“changes in taste,’”’ but it does little to clarify that example; 
in order to constitute an element in market power at all, it 
must also at the very least assume some restriction on produc- 
tion of the same product by others; and for this to provide a 
justification, the restriction must presumably itself be jus- 
tifiable. A patent would be the logical example here, though 
Judge Wyzanski seems to include patents in his subsequent 
category of “‘licenses.’’ ‘‘Natural advantages” may refer to 
economic rents which are realized by the firm in question; but 
certainly this as a justification of a large market share must be 
associated with other factors leading to large size which are 
themselves justifiable, i.e., such economies of scale and of 
integration as to mean that the rents would necessarily accrue 
to a single business unit. “Economic or technological effi- 
ciency,” in so far as it is different from the ‘‘superior skill’’ 
previously mentioned, must refer to economies of scale. “‘Low 
margins of profit . . .” appears to refer to a situation in which 
lack of diseconomies of large size is combined with a dynamic 
lead in cost reduction by the existing firm, so that moderate 
profit for this firm at any point in time would mean sub-normal 
profit for any new entrant. Of course, if it is the constant 
threat of entry that forces a firm to take only normal profits, 
then it would be questionable to judge this firm the possessor 
of inordinate market power. Without the dynamic cost- 
reduction lead, it is difficult to see how low profit margins alone 
could result in a prohibitive market share. ‘‘Licenses’’ is clear. 
Others’ lack of interest’’ seems to be a residual category meant 
to contain cases in which low mobility of capital and resources 
into an industry cannot be explained by any specific identifiable 
barrier to them. 

We may take the liberty of summarizing the justifications 
mentioned by Judge Wyzanski in these terms: (1) superior 

0 United States v. United Shoe Machinery Cerporation, 110 F. Supp. 295, at 342. 

11 United States v. United Shoe Machinery Corporation, 110 F. Supp. 295, at 343, 


note. 
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management and efficiency ; (2) economies of scale; and (3) bars 
to entry the result of (a) rents possessed in association with 
economies of scale and integration justifiable on their own ac- 
count, (b) dynamic cost leads combined with moderate profit 
margins on the part of the established firm, or (c) law. Judge 
Wyzanski himself uses the summary terms “‘ability,”’ our (1); 
“natural forces’’ (2), (3, a) and (3, b); or “law” (3, c). His cate- 
gory of “natural forces’’ presumably has a more general refer- 
ence than just economies of scale strictly defined. 

In any actual case the problem that must be faced is this: are 
there any major elements in the attainment or maintenance of 
this firm’s position of market power which are not solely the 
inevitable result of such justifiable circumstances? If there 
are, then this firm has engaged in exclusionary activity, not in 
the sense that some of its practices are not ‘‘honestly indus- 
trial’’ or evidence a specific intent to exclude competition, but 
in the sense that they have had the effect of buttressing its 
position while not being “‘economically inevitable.”’ This latter 
term we shall use as a generalization of Judge Wyzanski's 
“natural forces”; it is clearly upon its definition that the matter 
turns. Provisionally, we shall term a practice ‘‘economically 
inevitable” if all alternative methods of getting this function 
done involve significant comparative social diseconomies. This 
is a merely formal statement the content of which must be 
supplied in each case, but it at least opens the way to outlining 
the problem in economically meaningful terms. 


We are thus possessed of two elements which the courts seem 
to feel are important in determining whether a firm has en- 
gaged in exclusionary behavior, those of market power and 
economic inevitability. We may attempt a cross-classification 
of practices on this basis as follows: 


I. Practices not contributing to the firm’s market power. 
II. Practices contributing to the firm’s market power. 
A. economically inevitable—all alternatives involve social dis- 
economies. 
B. not economically inevitable—‘‘free choice of business policy.” 
1. no alternative would produce a diminution in market 
power. 
2. some alternative would diminish the firm’s market power. 
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It would then seem reasonable to classify as ‘‘exclusionary prac- 
tices” those falling in the category II, B, 2; in none of the other 
cases would a change from present arrangements produce a 
clear net social gain. The classification, by omission, conceals 
certain difficulties, of which one is the case in which an alterna- 
tive would mean social diseconomies but a reduction in the 
firm's market power. Here the two desiderata clash, but we 
can exempt the case from condemnation as ‘“‘exclusionary prac- 
tice’ on the essentially arbitrary ground of the desirability of 
maintaining a conservative mien in doubtful cases. The possi- 
bility should not be ruled out, however, that the gains from 
reduction of market power could be so great as to outweigh the 
diseconomies involved in some cases. The desiderata could also 
theoretically clash in the case of social economies from a change, 
but at the sacrifice of an increase of market power. This seems a 
highly unreal case however, since, assuming identity of private 
and social economies and rational behavior by the firm, it 
would have been doubly motivated to make the change volun- 
tarily. There are of course many possibilities not explicit in the 
classification. The case in which an alternative would involve 
positive social economies but no reduction in market power pre- 
sumably does not constitute an antitrust problem—only one 
in industrial efficiency. The case of a change which would 
involve social economies and a reduction in market power is, 
of course, the strongest possible recommendation for making 
the indicated change; it may not be an unusual case, in so far 
as private and social economies diverge, or the private economy 
of market power itself outweighs any private diseconomies 
otherwise involved. 

What we appear to be left with is something like this. If a 
firm's position in the market cannot be attributed solely to its 
internal efficiency or to legal licenses or franchises of some sort, 
and its position of market power unless otherwise justified is 
such as to fall within the prohibition of the Act, then the firm 
must show that the practices which in fact do account for its 
market power are not of the “exclusionary”’ type. Assuming 
that the problem has been solved of determining whether its 
position is accounted for by efficiency or licenses, we have tried 
to set up some criterion by which a decision could be made as 
to whether a practice adding to market power should be classi- 
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fied as ‘‘exclusionary”’ or not. And we have concluded that it 
should be so classed if there exists an alternative method of 
getting the same job done which would involve no provable 
comparative social diseconomies, but would bring a provable 
reduction in market power. 

How closely this corresponds to what the courts would deem a 
satisfactory definition of an ‘“‘exclusionary practice’ is, of 
course, not at all certain. In the Alcoa case, the process of 
growth to meet an expanding demand was deemed ‘‘exclu- 
sionary” by Judge Hand," though it did not appear that this 
growth had been uneconomically rapid in the sense that large 
excess Capacity was constantly in existence. This does not in 
itself appear to be in harmony with our criteria. It may be 
suggested however that this situation would arise only where 
there existed an extreme position of single firm dominance 
based on other factors; the entry-barring effects of industry 
over-investment are an available weapon only for the already- 
dominant firm. Judge Hand’s reliance on this secondary mani- 
festation of Alcoa’s position of market power may have been 
partly due to the nature of the findings of fact with which he 
was presented by the trial court. The Shoe case affords more 
direct support for our interpretation. Judge Wyzanski, finding 
himself like Hand under certain restraint from previous deci- 
sions, ruled for example that United Shoe’s leasing practices 
were exclusionary, though not technical restraints of trade." 
It is quite clear from the decision that his reasoning approxi- 
mated what we have outlined; he compared United’s leases 
with an ‘“‘ideal-type” lease which would involve no sacrifice of 
economic efficiency, but would eliminate some of the more 
objectionable provisions of the old form from the viewpoint of 
market power. The Shoe case also demonstrates the way in 
which use of such a criterion of liability focuses the attention 
of the court on factors which are of great importance from the 
point of view of remedy—such a fusion of liability and remedy 
considerations is from some points of view very desirable. 

To return to the case at hand, if it should be decided by the 
court in the forthcoming trial of the IBM case that it has a 

12 United States v. Aluminum Company of America, 148 F. 2nd 416, at 431. 


13 United States v. United Shoe Machinery Corporation, 110 F. Supp. 295, at 
344-5. 
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market control which, if not justifiable, constitutes a violation 
of the Sherman Act, the status of a number of practices fol- 
lowed by that corporation will unquestionably come into debate 
as to their contribution to that market control. IBM now owns 
around 90 per cent of the punch-card accounting machines in 
the country, leasing but not selling them to its customers. 
Most of the remaining machines used in the United States have 
been made by Remington Rand. An important difference 
between the policies of the two firms is that Remington Rand, 
since the late thirties, has offered either to lease or sell its 
machines at the choice of the customer, in contrast to IBM’s 
policy of leasing only. Outside the United States, there are 
only three companies, aside from IBM and Remington Rand 
and their respective subsidiaries, in the punch-card accounting 
machine business: two British firms and a French firm. The 
“product” sold by IBM is rather complex. Under one rental 
fee, to the lessee of an IBM installation, the following services 
are forthcoming: the services of the machines themselves, 
repair and maintenance of them for ordinary wear and tear, 
training of the personnel who will be operating the machines, 
and translation of the customer’s accounting or statistical 
problem into a punch-card set-up. Likewise IBM operates in 
many of its larger offices a ‘‘service bureau’”’ offering the services 
of IBM machines on a contract basis to those who do not wish 
to lease the machines themselves. 

IBM in its Answer to the Government’s Complaint sets up 
as its “First Defense” its ownership of patents covering the 
products involved; the information is not at hand with which 
to judge whether this defense is apt to succeed in completely 
justifying IBM’s position, but we shall assume for the pur- 
poses of this paper that it will not. In that event it seems 
almost inevitable that the “exclusionary” nature of IBM’s 
leasing practices, patent position, its service bureaus, main- 
tenance service and card sales, possible discrimination among 
customers, and perhaps its relationships with certain of its 
competitors, will be in question. 

The last of these issues, that of certain aspects of IBM’s 
relationship with competing or potentially competing firms, 
involves certain agreements which IBM is said to have had 
with Powers and its successor, Remington Rand, before 1936; 
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an alleged market sharing agreement with the British Tabulat- 
ing Machine Co., Ltd., lasting until 1949; and alleged ‘‘under- 
standings’ with such potential competitors as the National 
Cash Register Co. that neither would enter the other’s main 
field of activity, supposedly reinforced by threats of retaliatory 
entry. In regard to the pre-1936 matters IBM claims the 
defense of res judicata; it is unclear how well supported that 
claim is. The later alleged incidents, if proved, would pre- 
sumably involve technical restraints of trade in violation of 
Section 1—we shall not consider them here. 

One of the leading elements on which the Government ap- 
pears prepared to rest its charge of exclusionary action is the 
assertion that IBM has attempted to monopolize or has monop- 
olized patents, inventions, and technical information, by 
acquisition of patents, agreements to exchange technology 
with foreign subsidiaries and other companies, prevention of 
use of IBM machines for experimental purposes, ‘‘fencing-in,”’ 
“blocking-off” and ‘‘interference’”’ tactics, pre-emption of the 
services of inventors, and refusal to grant licenses. There can 
be little doubt that IBM’s patent and research position is one 
element, and probably an important element, in its position of 
market power. But again the finding on the charge of ‘‘exclu- 
sionary action’’ clearly will depend on the nature of IBM’s 
patent portfolio—this element of its market control, if sup- 
ported by a clearly strong patent position, is apt to be found 
justified as falling in the third of Judge Wyzanski’s categories 
“ability, natural forces or law.’’ Even if it is, however, this 
would not seem to preclude a finding that in certain other 
respects IBM has engaged in “exclusionary action’? which 
would necessitate a finding of liability; i.e., it would seem 
possible to distinguish IBM’s claim, mentioned above, that its 
patents afford it complete defense against the charge of monop- 
olization, from the idea that part of its position is so justified 
but not all. The point is that regardless of the strength of its 
patents short of providing it with a complete defense, the issues 
of the exclusionary effects, if any, of its other practices will be 
important to the decision in the case. 

The Government’s charges with respect to IBM’s leasing 
practices are perhaps the most interesting aspect of the case, 
though very little information is as yet available with which to 
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make an independent judgment on them. The lease of the 
machine carries one charge for rental, instruction in use, re- 
pairs, and maintenance. The lease is subject to cancellation 
if the machine is used for any purpose not disclosed to and 
approved in advance by IBM—this appears especially to be 
pointed at experimentation with the machines. Prior written 
notice to IBM is required before any attachment can be made 
to or alteration performed on the machine. It is clear that 
under the criterion of exclusionary practice set up above, some 
of these provisions might be difficult for IBM to defend. The 
single charge for multiple services has tended to be looked on 
severely by the courts as a barrier to entry;" strict provisions 
with regard to experimental or unusual use might be difficult 
to defend on simple grounds of protection of the integrity of the 
lessor’s property. Also in connection with leasing, the Govern- 
ment charges discriminatory practices in the nature of special 
concessions to certain customers. Presumably if true this could 
be related to the differential elasticity of demand of different 
customers; persistent and systematic discrimination of such a 
type may be a reflection of the use of a position of market power 
to discourage competition. The crucial issues here would seem 
to be the persistence and the pattern of discrimination, not 
merely its extent. 

Closely connected with the leasing practice, and with the 
extent of market control enjoyed in general by IBM, is the 
question of the sale of cards. IBM manufactures and sells 
approximately 90 per cent of the cards sold in the United 
States, though since the judgment in a 1936 Antitrust case’ 
it has not tied the sale of cards to the lease of machines. It 
seems substantially beyond question that IBM’s market power 
in machines is the main effective element in giving it such 
power in cards—this follows even without any tie-in or similar 
activity. Judge Wyzanski cites the rule that ‘‘an enterprise 
that by monopolizing one field, incurs dominant market power 
in another field, has monopolized the second field, in violation 
of Section 2 of the Sherman Act.’ There is, morever, a cer- 
tain question as to whether practices regularly followed by 

14 United States v. United Shoe Machinery Corporation, 110 F. Supp. 295, at 349° 


18 International Business Machines Corporation v. United States, 298 U.S. 131. 
16 United States v. United Shoe Machinery Corporation, 110 F. Supp. 295, at 346. 
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IBM do not tend to the same effect as the explicit tie-in which 
was found illegal in the 1936 case—in particular, its contracts 
state that the lessee will be held responsible for damages to the 
machine by the use of cards not made by IBM which prove 
defective. There is beyond doubt here the chance for a great 
deal of subtle pressure on the lessee to use IBM’s cards. 

There then of course will arise the question of the practice 
of leasing as such. Is this to be regarded as an ‘‘economically 
inevitable” method of doing business in the business machines 
industry? The main potential source of information on this 
question is probably the record of Remington Rand’s operation 
since the late thirties when it undertook the policy of either 
leasing or selling machines at the customer’s choice. It still 
follows that policy, and presumably sells a significant number 
of machines; the details of whom it sells to, how many buyers 
it has, what the effect is of a second-hand market, and so forth, 
should shed a great deal of light on the question of leasing. 

The last of the important charges as to exclusionary practice 
relates to the operation of IBM of service bureaus which offer, 
on a contract basis, the services of IBM machines for those 
who do not wish to rent them, or for lessees who have extraor- 
dinary needs for machine capacity at certain times and find it 
advantageous to handle it in this way. There exist a certain 
number of like service bureaus which are independent of IBM 
and Remington Rand, either leasing machines from one of 
them, or owning machines purchased from the latter. The 
Government charges an “integration squeeze’ by IBM in 
allowing an insufficient margin for independent bureaus to 
operate on, and thus tending to limit their growth. Aside from 
the fact, of course, that the operation of such bureaus may be a 
profitable activity for IBM, if it is true that the really big 
barrier to entry into the business machines market is not 
technological as far as being able to make good machines is 
concerned, but rather a marketing know-how and “educa- 
tional” one, then it might very well be strongly in IBM’s 
interest to see that independent firms were not able to grow 
up here. For they would be surmounting the big entry barrier 
on an only partly-integrated basis, after which they could be 
expected to expand to become full-fledged competitors for IBM. 
It is thus not hard to find strong motive for IBM to do what 
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the Antitrust Division claims it has done. The crucial un- 
knowns are, what is the record of performance of such inde- 
pendent bureaus as exist, what does the cost data show as to 
the presence of a “‘squeeze,’’ and is the entry situation into 
business machines really such as to provide IBM with a motive 
to exclude potential competitors in this way? 


CONCLUSION 


It is quite clear that the law of Section 2 presents severe 
problems of measurement in the case of market share, and 
conceptualization in the case of the definition of exclusionary 
action. The former is reasonably straightforward as far as its 
logic is concerned. The important question is whether courts 
will be both able to obtain the requisite information, and will- 
ing to pursue it to a judgment in the face of inevitable ambigu- 
ity. But the provisional definition of exclusionary action 
offered above by no means goes so far. Though it may claim 
to be a reasonable translation of recent court utterances into 
economic terms, the question remains whether the policy it 
represents is a wise one. For the answer we must wait on more 
general study of entry barriers and the attitude that should 
be taken toward them. 














TEXTILE MACHINERY: A CASE STUDY IN THE 
MEANING OF MARKET POWER 


Lee E. Preston, Jr.* 


HE current interpretation of the anti-trust statutes causes 

the legal position of any firm producing a functionally 
differentiated product to be somewhat uncertain. As the legal 
concept of monopoly approaches more closely the economist’s 
abstraction of a “‘single seller,’ issues of public policy come to 
involve problems of market definition and the measurement of 
market power rather than simply the detection of abusive or 
predatory practices. The summary examination of the struc- 
ture of the textile machinery industry presented in this essay 
concerns itself primarily with the manufacture of looms and is 
presented less as an end in itself than as an attempt to suggest 
the various considerations involved in forming an assessment of 
the power of specific firms in particular industrial markets. 


AN HISTORICAL BACKGROUND 


The textile machinery industry in the United States—par- 
tially because of its long period of development and partially 
because of certain special characteristics of its market—has 
been characterized by an unusual variety of market relation- 
ships and a widely varying level of industrial performance. 
From its origins in the machine shops of the early textile mills, 
the machine industry has experienced periods of violent trade 
war—both in the market and in the patent courts—together 
with periods of almost complete cartelization. In the course of 
the last century it has been hailed as a source of revolutionary 
technical progress and branded as technologically stagnant. 
The number of firms producing a full line of cotton preparatory 
machinery has declined from nine to two since 1920 and the 
number of loom-makers from five to two in the same period; 
the resultant concentration of production stands as a significant 





* A major part of the material used in this essay was obtained through inter- 
views conducted by the author and Mr. Daniel O. Mahoney of the Harvard Law 
School with executives of the textile and textile machinery industries. The author 
is indebted to Mr. Mahoney for his co-operation and for permission to borrow 
freely from the results of his research and analysis. 
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contrast to earlier market situations—several firms in direct 
competition, a single firm with patent control, trade association 
or inter-firm agreement—and presents an unusual opportunity 
for a survey of the meaning and results of market power in a 
capital goods industry. 

Although consisting of a wide variety of specialized machines, 
the output of the textile machinery industry may be roughly 
divided into the following four categories: 


1. Machines for opening and cleaning the raw fibers and 
spinning (elongating and twisting) them into continuous yarns, 

2. Machines, primarily broad looms, for the weaving of 
yarns into fabrics, 

3. Machines for bleaching, dyeing and finishing, 

4. Parts and attachments. 


Finishing machinery is produced by over a dozen firms, each 
specializing to some extent. The independent producers of 
parts constitute over half of the total of 489 establishments 
which the Census of Manufacturers classifies as producers of 
textile machinery; these are essentially small machine-shops, 
each of which simply duplicates one or a few of the many re- 
placeable components of the larger machines. Since textile 
machines involve a large number of small parts in constant 
movement, the replacement of parts has become a major trade 
item and the production of parts by the small operator is a 
source of annoyance to the major machinery firms. 

The Big Four firms in the industry are the two producers of a 
full line of preparatory equipment and the two manufacturers 
of looms; together they account for more than 30 per cent of 
the employment in the industry and an approximately equal 
share of the value added by manufacture. More important 
than this relative size measure would indicate, however, is the 
position of these firms as major producers of equipment for the 
two central processes of textile manufacture, spinning and 
weaving. These firms and their products are as follows: 


Draper Corporation looms 
Hopedale, Mass. 
Whitin Machine Works cotton and woolen 


Whitinsville, Mass. preparatory machinery 
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Saco-Lowell Shops cotton preparatory 
Saco & Biddeford, Maine machinery 
Crompton & Knowles Loom Works looms 


Worcester, Mass. 


While there are certain items in the Whitin line of wool 
machinery for which Saco-Lowell produces no counterpart, the 
strong emphasis of both firms on cotton machinery places them 
in direct competition for a large portion of the machinery mar- 
ket. In complete contrast stands the division of the market 
which the two loom-makers have accomplished through policies 
of product specialization. Virtually all of the 450,000 cotton 
and rayon broad looms in place in 1947 were products of the 
Draper Corporation; the 40,000 woolen and worsted broad 
looms—plus carpet and rug looms, narrow fabric, Jacquard, 
and other specialty looms—were manufactured by Crompton- 
Knowles. This division is based upon Draper's specialization 
in the production of “‘plain’’ looms; ‘‘fancy’’ looms are produced 
solely by Crompton-Knowles. 

The present division of production grew out of the develop- 
ment of the first fully automatic loom by the Draper Corpora- 
tion in the 1890’s.! Draper was already established as a pro- 
ducer of spindles and a holder of a highly remunerative group 
of patents on preparatory machinery, and its original plan 
seems to have been to license those firms already making non- 
automatic looms to produce the automatic mechanism under 
the Northrop patent. However, the high royalty required and 
the license stipulation that all improvements developed by any 
manufacturer would be turned over to Draper combined to 
discourage other firms from producing the new looms. North- 
ern mills continued to prefer the traditional loom models and 
1909-10 was a peak year in non-automatic loom sales. Draper 
had by that time begun to produce automatic looms on a large 
scale for sale in the growing Southern market. The full impact 

1 A loom is automatic when it is equipped with a supply of filler bobbins and a 
mechanism for automatically replacing the bobbin inside the shuttle when it be- 
comes empty of yarn. In the plain loom a simple mechanism operates the harness 
so that alternate warp threads are raised and lowered during the weaving process; 
in the fancy loom the harness is operated by a dobby which permits greater 
variety in the movement of warp threads and thus the weaving of more elaborate 
patterns. Plain looms are generally single-shuttle, although two shuttles may be 


used to insure evenness in the fill; fancy looms may employ up to five shuttles, 
thus permitting the use of various colors or textures of filling yarn. 
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of the new loom was not felt until after World War I; New 
England cotton mills found themselves with excess capacity of 
out-moded machines while new Southern mills were providing a 
growing demand for Draper automatic looms. Two New Eng- 
land loom-makers—Mason Machine Works and Kilburn, 
Lincoln & Co.—ceased operation almost immediately; a third, 
the Stafford Manufacturing Co., developed a modified auto- 
matic apparatus for the weaving of fine goods and remained in 
precarious existence until 1932. 

The Crompton & Knowles Loom Works was formed in 1897 
by a merger of the two shops from which its present name is 
derived. The Crompton firm was originally based upon a 
patent granted to William Crompton in 1837 for the first 
power loom for fancy weaving and, although the basic patents 
had long expired, Crompton-Knowles retained the dominant 
position in the manufacture of fancy looms at the time when 
Draper was offering licenses for its automatic mechanism. Thus 
Crompton-Knowles was one of the few firms in a position to 
utilize the Draper patent out of range of direct competition 
from the Draper plain loom. Around 1900, Whitin threat- 
ened to develop a fancy loom in competition with Crompton- 
Knowles, but the plan was never carried through and the few 
patents developed were sold to Draper in 1918. The present 
division of production was thus clearly established by the time 
the basic Draper patent expired in 1923, and it has continued 
unchanged until the present.? 


THE MARKET DEFINED 


Before examining further the economic position of the loom- 
makers, it is necessary to arrive at an acceptable definition of 
the market in which they sell. Three alternative approaches 
are at once obvious. All textile machinery producers may be 
considered as selling in a market in which all textile mills are 
buyers, in which case there are more than 400 sellers, more 


* This brief historical summary is based upon interviews and the following 
works: 

Navin, T.R., W ‘hitin Machine Works since 1831, pp. 273-79. 

“Innovation and Management Policies—The Textile Machinery 
‘Industry, " Bulletin of the Business Historical Society, Vol. XXV, No. 1, 
March 1951, pp. 15-30. 

Lincoln, J.T., “The Cotton Textile Machinery Industry,” Harvard Business Re- 

view, Vol. XI, October 1932, and Vol. XII, October 1933. 
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than 8000 buyers, and an uncountable multitude of individual 
commodities. A narrower definition would separate the market 
for looms from that for textile machinery as a whole; here there 
are two sellers, more than 1500 buyers (establishments en- 
gaging in some form of weaving operations), and several hun- 
dred distinguishable types of looms and attachments. A third 
approach would place the plain and the fancy looms in separate 
markets, each with a single seller and several hundred buyers. 

While it might be possible for some purposes to consider the 
entire textile machinery industry as selling in a single market, 
it seems justifiable to consider the market for looms as an ex- 
change relationship separable from the purchase and sale of 
other types of textile equipment. In this definition we exclude 
not only preparatory and finishing equipment but also knitting 
machines; the market includes the sellers and purchasers of 
looms for flat weaving, primarily of broad woven fabrics— 
cotton, woolen, worsted, rayon and blended fibers. This narrow 
definition of the market may be defended on the ground that 
the physical character of the loom and the motions involved are 
sufficiently different from those of other textile machines to 
justify their differentiation as products; looms and spinning 
frames are hardly more similar than any two machines of com- 
parable size chosen at random. The unique function of the 
loom—the interlacing of strands of yarn to form a solid fabric— 
is most closely approximated by knitting machinery, but neither 
the characteristics of the fabrics produced nor the machine 
operations themselves are closely similar. Although growing 
historically within the same firms, production of looms has been 
separated from production of other textile machines since the 
development of the completely automatic loom, and demand | 
for looms may fluctuate independently of demand for other 
textile equipment. 

To maintain that there are separate markets for the plain 
and fancy looms seems hardly defensible in light of the fact 
that they can be easily substituted for each other both in use 
and in production. The similarity of the two types of mech- 
anisms and of the manufacturing processes involved in their 
construction would support the view that they are simply 
differentiated forms of the same basic commodity; the tempta- | 
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tion to define a market solely in terms of the output of a single 
firm must be avoided. 

Taking the market for looms as a whole as our frame of 
reference, the structure of the market would appear super- 
ficially to be the classic case of duopoly. However, the division 
of production between the two firms, the early strength of the 
Draper patent position and the fact that Draper, by concen- 
trating in the production of plain looms, reserved much the 
larger share of the loom market, clearly distinguishes the actual 
case from the abstract. Although both firms are closely held 
and neither sales nor profit figures are available, the much 
larger number of plain looms in use and the relative size of 
plant and employment would indicate that Draper is by far the 
larger firm. 

The question may be raised as to the reasons for Draper's 
failure to incorporate the dobby and the multi-shuttle ‘‘box- 
motion’’—features of the fancy loom—into its basic loom and 
thus achieve a complete monopoly. The answer probably lies 
partially in the difficulty which Draper faced in the original 
marketing of the Northrop loom, the necessary change in the 
scale and character of operations at the Hopedale plant when 
sizeable orders finally appeared, and the modifications and 
further developments necessary for the adaptation of the 
Northrop to fancy weaving. Whether or not there was ever an 
overt agreement between top executives—and even sources 
critical of the loom-makers doubt that such an agreement 
existed—there is no question but that their behavior has been 
such as to divide the loom market by means of product spe- 
cialization, a specialization no longer required (according to 
executives of both firms) by legal or technical barriers. Each 
buys from the other certain specialty items when the need 
arises. 


THE MARKET: THE EFFECTS OF DEMAND ON COMPETITION 


Although the original control of automatic loom production 
was achieved by virtue of patent positions—and the two firms 
still control more than 3000 patents—knowledge of the basic 
mechanisms has been in the public domain for more than 30 
years and an explanation of the present market structure must 
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rest upon other factors than patent rights. Of these factors, 
the character of demand for textile machinery and the secular 
decline which it has undergone in recent years are perhaps the 
most important. The cyclical pattern of textile production is 
familiar and is reflected in fluctuations of output and employ- 
ment in the machinery industry; these alternating periods of 
excess capacity and peak production present problems of 
finance and management, but—except for raising the liquid 
capital requirements of each firm—contribute little to the 
growing concentration of production. More significant in the 
development of positions of market power has been the secular 
decline in demand for machines which has accompanied the 
establishment of the two- and three-shift system in textile 
mills and the mechanical improvements which made possible 
greater speeds of machine operation and greater workloads. 

The widespread construction of new textile mills—as during 
the Fall River-New Bedford boom of the 1870's or the period of 
Southern expansion of the industry during and after World 
War I—is an unusual phenomenon and demand for textile 
machinery is very largely a demand for replacement rather 
than for the establishment of new installations. This fact, in 
addition to the durability of the equipment lends to the market 
for textile machinery certain special characteristics. Durability 
is, of course, not only physical endurance but also the ability 
of a machine to remain in operation as a competitively efficient 
production unit. Textile machine producers have boasted of 
the fact that their products may be in constant operation for 
twenty years and, with proper maintenance and the addition of 
minor attachments, still be ‘‘as good as any machine on the 
market.’ The average age of textile machinery in use in 1952— 
even allowing for the post-war investment boom—has been 
estimated at twenty-five years by industry spokesmen. The 
usual depreciation allowance on textile equipment is 4-6 per 
cent of cost, and industry sources report that a great deal of 
machinery continues in use after it has been completely written- 
off by the accountants. An additional influence upon the char- 
acter of demand is the fact that textile production is composed 
of a series of continuous processes, each of which is built upon 
the other as the fiber is transformed into fabric. While certain 
modifications in single operations are possible without neces- 
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sitating changes at preceding and succeeding stages, there is a 
powerful incentive to resist change in the nature of any single 
process. These considerations involved in the replacement of a 
section of expensive and durable capital goods in a multi-stage 
production process have helped to establish long-term connec- 
tions between textile mill operators and machinery producers; 
existing machines are generally replaced or supplemented by 
machines from the same manufacturer wherever possible. The 
practice of “shopping around,” of seeking competitive prices or 
products, has seldom been followed by textile mills in their 
purchases of equipment. Thus the conservatism of the buyer 
may have had some bearing on the fact that neither of the 
loom-makers has attempted to invade the other’s market. Also, 
these long-period relationships and the necessity that parts and 
factory service be available over the life of a durable machine 
would preclude any attempt to enter loom manufacture on a 
small scale. 

While the character of demand has certainly been a decisive 
influence upon the type of competition which has characterized 
the textile machinery industry, the secular decline in machinery 
requirements has been a more significant force in the growing 
concentration of production. Particularly in the loom market 
has declining demand contributed to the establishment of posi- 
tions of market power. The number of cotton looms in place in 
this country declined 40 per cent from 1927-51. The decline 
for woolen and worsted looms during the same period was 55 
per cent, and a leading textile mill consultant predicted in 1952 
that a further decline of 10,000 looms (about 25 per cent) would 
be necessary to eliminate excess capacity. Neither the collapse 
of the New England cotton industry which occurred after 
World War I nor the world-wide depression which followed 
have produced a favorable climate for attracting new produc- 
ers into the manufacture of looms, and the World War II boom 
pressed all possible machine tool capacity into military produc- 
tion. Thus it might be contended—although the income data 
necessary to substantiate this position are not available—that 
depression and war have made entry into loom manufacture 
either unattractive or impossible and that the close of World 
War II is the first period since the expiration of the automatic 
loom patents in which the market position of the two loom- 
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makers would have been likely to meet serious challenge from 
new competition. 

There is little evidence to indicate that the loom-makers 
have engaged in overt restraints upon trade in the establish- 
ment and maintenance of their market positions. A schedule of 
small discounts on quantity orders of looms and parts is em- 
ployed by both firms. A Draper policy of allowing discounts 
on parts purchased under requirements contracts was com- 
plained of by the Federal Trade Commission in 1946 and subse- 
quently discontinued; it is interesting to note that neither the 
requirement that all purchases be made from Draper nor the 
discount allowed were made explicit in the contracts, yet 
Draper admitted the material allegations in the complaint and 
waived a hearing.* In 1951 Draper was charged with heading a 
price-fixing conspiracy to eliminate competitive bidding for 
shuttle-blocks (wooden blocks suitable for the manufacture of 
shuttles) in a five-state area around its shuttle manufacturing 
plant at Biltmore, North Carolina; a plea of nolo contendere was 
entered and a $4000 fine imposed.‘ While these practices repre- 
sented efforts to promote sales and reduce costs in the highly 
lucrative parts market, neither can have had serious influence 
on the absence of competition in looms. 

In 1952 the FTC complained that the presence of Mr. 
Phillips Ketchum on the Board of Directors of both Whitin 
and Draper constituted a violation of Section 8 of the Clayton 
Act in that Whitin and Draper ‘‘ship and sell in interstate 
commerce many of the same classes of products,” and ‘‘that 
Whitin and Draper have been and are now competitors, so 
that the elimination of competition by agreement between 
them would constitute a violation of a provision of the anti- 
trust laws.’’® The only direct competition between the two 
firms involves the sales of rings and spindles, components of 
the modern spinning frame. Ring spinning was a Draper devel- 
opment of the 1869’s, and spindles have been an important 
source of revenue in the past; however, they have not been the 

3 In the Matter of Draper Corporation, Federal Trade Commission, Docket No. 
5436, April 22, 1946; Order No. 5436, May 9, 1947. 

4 United States v. Draper Corporation, U.S. District Court for the Western Dis- 
trict of North Carolina, Criminal No. 1543, June 27, 1951. 


5 In the Matter of Whitin Machine Works, Draper Corporation, and Phillips 
Ketchum, Federal Trade Commission, Docket No. 6023, August 7, 1952. 
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principal items in the sales of either firm for some time. The 
Commission did not state explicitly whether it was concerned 
with competition in these items or, using a broad definition of 
the market, with competition in textile machinery as a whole. 
The fact that Mr. Ketchum became a director of Whitin only 
in 1947 eliminates any possibility that he was influential in 
Whitin’s permanent abandonment of loom manufacture. 


POTENTIAL COMPETITION 


As important tor the workability of competition as the actual 
presence of a range of alternatives in the market is the poten- 
tiality of effective competition from sources which are, for the 
moment, outside the immediate market area. Given the initial 
market situation of two sellers, each following a policy of spe- 
cialized production whick eliminates direct competition, an 
assessment of potential competition is basic to any estimation 
of their effective market power. 

Initially it should be noted that looms manufactured by both 
firms are used in the weaving of certain types of worsteds and 
certain high-quality cotton goods with colored filling. In gen- 
eral, when Draper looms are used for these purposes they are 
equipped with the Crompton-Knowles ‘‘box-motion,” per- 
mitting the use of more than one shuttle in the weaving process. 
However, these are definitely peripheral items and do not repre- 
sent active efforts by either of the loom manufacturers to in- 
vade the other’s market. Certain observers have suggested 
that a clear possibility of profitable business would lead either 
of these firms into active competition with the other, but this 
opinion is not supported by available evidence. The possibility 
of other textile machine firms entering loom production seems 
even less likely. Saco-Lowell has given no evidence of interest 
in broadening its product line to include looms and Whitin’s 
sale of its remaining loom patents to Draper in 1918 marked 
the permanent abandonment of plans for loom production, so 
far as can be discovered. 

The present patent position of the two loom-makers does not 
seem to be a barrier against the appearance of effective competi- 
tion. This is asserted by executives of both firms and is sup- 
ported by the fact that the M. W. Kellogg Company, the only 
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new producer of traditional-type looms in recent years, found 
it unnecessary to obtain licenses from either Draper or Cromp- 
ton-Knowles. Kellogg, a subsidiary of Pullman Standard, had 
been engaged in the manufacture of heavy equipment during 
World War II, and, like many machinery firms, at the close of 
the war it was faced with serious excess capacity. Provided 
with an ample reserve of liquid capital and a production organi- 
zation skilled in the manufacture of precision machinery, the 
Kellogg firm determined to “bring the loom up to date.’ No 
radical changes in the weaving process were attempted, and 
the chief innovation was the design of the loom as a combina- 
tion of replaceable sub-assemblies; this change was intended to 
reduce down-time due to wear or breakage by permitting the 
defective assembly to be removed from the loom and replaced 
by an identical unit. Repairs could then be accomplished out- 
side of the weave-room. This plan of design has been widely 
acclaimed by textile mill owners and engineers, although it 
has not been adopted by either of the major loom builders. Un- 
fortunately, the Kellogg machine suffered from two major 
handicaps—it was much more expensive than traditional looms 
and it was marketed before the technique of assembly was 
actually perfected. Although a few thousand looms were placed 
in mills on a trial basis, according to reports, they performed 
less efficiently than the cheaper models of traditional design 
and the entire output had to be repossessed. With the begin- 
ning of the Korean boom in military production, Kellogg aban- 
doned loom production entirely; the loss on the operation was 
rumored to be five million dollars. 

More serious competition for the loom-makers may develop 
out of the new “‘Sulzer’’ loom being developed by the Warner- 
Swasey Machinery Company of Cleveland, Ohio. Operating 
under a license from a Swiss machinery manufacturer, this 
firm is utilizing a new type of shuttle which, in contrast to the 
traditional shuttle which carries a package of yarn, pulls a sin- 
gle strand of yarn across the loom; a number of shuttles are 
used simultaneously, each returning empty to its original posi- 
tion as successive threads are drawn across the warp. The 
principal advantages in this mechanism are the 60 per cent 
increase in the speed of weaving and the elimination of re- 
winding of yarn from the large spools onto small shuttle bob- 
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bins. Like the Kellogg machine, the Sulzer loom is a product of 
modern machine-tool production techniques and stands in 
sharp contrast to the traditional cast iron loom with its wooden 
picker-sticks. Price for the Sulzer is reported at $10,000 for a 
single unit, a figure to be compared with $3000 for the Cromp- 
ton-Knowles model of comparable uses. Thus far the Sulzer 
has been used only on worsted goods, although an attempt is 
being made to modify it for the weaving of cottons; the problem 
here is that cotton yearns spun under present methods will not 
endure the speed and tension required by the Sulzer. Some 
industry spokesmen interviewed suggested that the real future 
of the Sulzer lay in the weaving of blends and synthetics, but 
it is too early as yet for any definite judgement to be made. 
Failure of the Sulzer to obtain industry-wide approval seems 
to have been largely due to the fact that it can now be used 
only for fabrics made with a single filler yarn; fabrics of this 
type are primarily mass-produced cottons, but cotton yarn 
cannot be successfully handled on the new machine. By con- 
trast, the trend in worsteds—the yarn for which the Sulzer is 
particularly suited—is toward more elaborate patterns involv- 
ing more than one color or texture of filler yarn. This lack of 
production flexibility, together with the price differential, has 
prevented the Sulzer from winning wide acceptance in the 
industry. 

It is interesting to note that both of the traditional loom 
builders had the opportunity to purchase the Sulzer license for 
manufacture in this country before Warner-Swasey entered the 
field. Their failure to do so is taken by many to indicate more 
than skepticism of the new device; it is widely rumored that 
Draper, and possibly Crompton-Knowles, is engaging in a 
large-scale research program aimed at a similar improvement 
in the weaving process. The ultimate impact of the Sulzer upon 
competition in loom manufacture is, of course, an open matter 
and will remain so for several years. Opinion within the indus- 
try ranges from enthusiastic optimism (the view that a revolu- 
tion in weaving is occurring) to almost complete pessimism; 
some sources expect the new machine to establish itself within 
a rather limited market but nearly all parties interviewed were 
either skeptical or agnostic. 

In spite of the fact that several notable mechanical innova- 
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tions in textile production—as, for example, the Sulzer loom— 
have been imported from Europe, American machinery pro- 
ducers have felt little competition from abroad in recent years. 
The tariff is set at 20 per cent of value on loom imports and 
10 per cent on imports of preparatory machinery, but there 
seems to be little demand for foreign looms in this country. 
British roving frames, cards, and a few other items of prepara- 
tory machinery are judged by some sources to be superior to 
similar products of Saco-Lowell and Whitin; however, textile 
executives interviewed agreed that American loom-makers are 
‘miles ahead of any foreign producers.’”’ Thus, although foreign 
loom manufacturers are numerous, the possibility of effective 
competition from this source seems unlikely to mat@rialize. 

Judging from the failure of the Kellogg venture and the 
skeptical reception which has been accorded the Sulzer loom, it 
would seem that even the appearance of new competitors 
armed with large resources and new devices does not imme- 
diately disturb the market positions of the established loom 
builders. Our examination of potential competition would 
indicate that it does not place narrow limits on the marketing 
activities—including prices charged, profits made, and products 
offered for sale—of Draper and Crompton-Knowles. 





A MEASUREMENT OF INDUSTRIAL PERFORMANCE 


Although this essay is primarily concerned with an examina- 
tion of the structural bases and limits of market power, it is 
necessary to examine the record of the loom manufacturers in 
terms of certain standards of industrial performance. The 
production of goods of unusually high quality or revolutionary 
design may help to establish a firm in a position of market 
power, but the policy of progressive improvement may not be 
followed once that position is secure. 

Clearly the ultimate criteria of satisfactory industrial per- 
formance are a high and rising level of productive efficiency 
and a constant improvement in the character of the product, 
with the benefits of developments along both of these lines 
being passed on to the consumer. It would be desirable if these 
results could arise from the competitive interactions of firms 
in the market, but the absence of active competition does not 
permit a blind judgment that an industry is progressive or 





TEXTILE MACHINERY 63 


stagnant. In order to make such a judgment it is necessary to 
set up norms against which the performance of a particular 
group of firms is to be evaluated; the ultimate purpose is to 
measure the actual by the possible. The most obvious indica- 
tion of acceptable performance along these lines might be a 
record of outstanding technological changes—real innova- 
tions—both in the processes of production and in the products 
offered the consumer. Although there have been developments 
of this caliber in textiles in recent years, these have come from 
the chemical industry and have been accompanied by no major 
changes in the design of textile machinery. This absence of 
conspicuous technological change has given rise to a general 
opinion, even among textile manufacturers, that the machinery 
producers are ‘“unprogressive,” “stagnant” and ‘“‘backward.” 
While such a charge may, upon examination, be sustained, the 
continued use of traditional methods of textile processing is 
not adequate evidence. Draper employs a research staff of 
75 and Crompton-Knowles reports a research group of about 
25. The output of these organizations may be anything or 
nothing, but its adequacy must be judged in terms of some 
criteria—technological changes in other industries, changes in 
textile production in other countries, or the demand for change 
arising from the textile mills themselves. 

An objective measure of technical progress is the change in 
input requirements per unit of output, and several studies are 
available which attempt to quantify these changes, usually 
stated in terms of man-hours, for the various branches of 
American industry since 1900. One study is available which 
examines the individual processes of cotton textile production 
in these same terms for the period 1910-36.’ Without attempt- 
ing to summarize and evaluate all the available data, it is 
possible to suggest certain conclusions concerning technological 
progress in textile manufacturing. It would seem that produc- 
tive efficiency in textile production has been increasing at 
something like the mean or median rate for the economy as a 


* Most notable are the researches of Solomon Fabricant as published in Em- 
ployment in Manufacturing, 1899-1939, N.B.E.R., 1942, and Labor Savings in 
American Industry, 1899-1939, N.B.E.R. Occasional Paper No. 23, 1945. “‘Pro- 
ductivity Changes since 1939,’’ Monthly Labor Review, December, 1946, is also 
useful. 

7 Stern, Boris, ‘‘Mechanical Changes in the Cotton Textile Industry, 1910 to 
1936,” Monthly Labor Review, Vol. 45, p. 316, 1937. 
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whole during the first half of this century; the man-hour re- 
quirements per unit of output have declined at an average rate 
of 2 per cent annually for cottons, woolens, and worsteds. 
Weaving operations occupy a middle position among the six 
processes examined in terms of productivity increases during 
the 1910-36 period; the decrease in labor requirements for the 
weaving of the principal fabrics studied averages 30 per cent 
for the entire period. If these generalizations are even roughly 
true, they may be explained to some extent by the fact that 
textile manufacturing is one of the oldest of mechanized indus- 
tries and weaving among the oldest of modern textile processes. 
It might be expected that industries of more recent origin 
would, in a process of rapid growth, experience much greater 
changes in productive efficiency than those recorded in textiles. 
It is also to be expected that service industries and others re- 
quiring large amounts of direct labor will show even smaller 
rates of change in man-hour output relationships than those 
indicated for textiles. In addition, it should be recalled that 
data of this type are subject to many valid criticisms from the 
statistical point of view and are compounded of many factors, 
of which improvements in machine technology are only one. 

As was indicated in the discussion of possible foreign com- 
petition in textile machinery, all available information suggests 
that, with a few exceptions, the efficiency of European equip- 
ment is significantly below that now being produced in this 
country. This is especially true of looms; the Draper plain 
loom is generally regarded as the most satisfactory mechanical 
device available for general weaving. 

Probably the most important index of satisfactory industrial 
performance—and certainly the most difficult one to quantify— 
is the response of the industry to the demands of its customers. 
This response involves both the quantity and the character of 
output, as well as the provision of a range of choice. Although 
the quantity of output of textile machinery is seldom sufficient 
in periods of boom, it is doubtful that a larger investment in 
plant in the industry would be economically justifiable. As for 
the character of machinery demanded, two opposed views are 
widely expressed. On one side it is held that the narrow mar- 
gins on which textile mills operate, the durability of the produc- 
tion equipment and the high level of development which the 
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traditional textile processes have reached—to mention only the 
principal factors—combine to produce a sensible aversion to 
radical change on the part of the mill operators. Thus, it is 
argued, it would be an unwise business practice for the textile 
machine producers to attempt major changes in their products. 
Regardless of what the industry actually might or might not 
have purchased, had it been offered by the machine producers, 
it is historically true that the initiative for technological innova- 
tion passed from the machine industry to the mills. The result 
of this development, according to Professor Navin, was that 


ae 


. most machinery innovation took the form of improvisations, 
modifications, adjustments, and other alterations in the methods of 
textile production. There was little incentive to examine afresh any 
of the basic principles of textile manufacturing. The textile industry 
consequently produced a steady flow of ingenious variations on an 
original design but did not tend to produce radical innovations.’”* 


Although admitting the facts of the case, certain leading 
textile executives present a contrary view as to the inevitability 
or desirability of this development. The contention here is that 
the machinery industry—and the manufacturers of looms were 
singled out as a significant example—has forced the progressive 
textile mill to engage in mechanical research by offering com- 
plete technical stagnation as an alternative. According to one 
manufacturer, mechanical devices developed and put into 
operation in his own mills have been rejected by machine 
producers until an active demand arose from competitive tex- 
tile firms. Because annual loom models have remained virtually 
unchanged since the 1920's, there is little evidence upon which 
to base a judgment as to the behavior of the loom-makers in 
response to demand. Certainly recent experience with the 
Sulzer does not indicate an eagerness on the part of textile 
mill owners to engage in radical and expensive experiments. If 
it is true that the present loom-makers are now engaged in 
elaborate research activities with the purpose of producing a 
competitive device, then it would seem that the industry may 
have indeed been suffering from an innovational inertia and 
that this inertia is being dispelled by the appearance, or threat, 
of active competition in the loom market. 


® Navin, ‘‘Innovation and Management Policies,” p. 21. 
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However, it is not possible to reach sound conclusions from 
these speculations and our attempt to evaluate the record of 
the textile machine producers in terms of industrial perform- 
ance has led to ambiguous results. On the one hand, we are 
confronted with a developed machine which is, by most ac- 
counts, the best mechanism for general weaving known to man; 
this opinion is supported by a record of unsuccessful experi- 
ments by private inventors, textile firms, and the machine 
producers themselves. On the other side stand the relatively 
few and minor changes which have been made in the loom in 
the last thirty years, the admitted conservatism of the machin- 
ery producers and the statement by a leading textile executive 
that “ten years of active competition [among the loom pro- 
ducers] would yield real technical changes.’ The evidence will 
support neither praise nor blame for Draper and Crompton- 
Knowles during their 30 years of undisputed dominance of 
loom production. 


CONCLUSION 


In any investigation of the structure of industrial markets, 
the possibilities of product substitution—both in use and in 
production—are of primary importance in determining the 
extent of direct, indirect, and potential competition. So long as 
the commodities under consideration are even slightly hetero- 
geneous, the relevant market must be defined in terms of a gap 
in the chain of substitutes. The importance of market defini- 
tions in the identification of a monopoly position, as well as 
considerations that modify any assessment of market power 
based upon firm size and sales volume alone, is now being 
strongly emphasized in the enforcement of the Federal anti- 
monopoly policy. It will be well to conclude this essay with a 
brief evaluation of the structure of the loom market in the 
light of the most recent developments in this area of public 
policy. In drawing such conclusions, however, it is necessary 
to keep in mind that public policy is by nature evolutionary 
and that each generation of legislators and jurists is free to 
over-rule the considered opinions of its predecessors. 

The identification of the relevant market as being that for 
looms as a whole is consistent with a common sense approach 
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and is supported by the attitudes of industry executives. Fac- 
tors contributing toward the absence of direct competition 
within the loom market have been explored; however, no evi- 
dence has been found that the present specialization of produc- 
tion arises from sources other than the forces of history and 
the independent decisions of intra-firm policy. Although the 
structure of the loom market is clearly non-competitive—if 
“competitive” implies either a large number of sellers or the 
homogeneity of products—and the potentiality of new com- 
petition does not seem so menacing as to put narrow limits 
upon the actions of the two established producers, the present 
position of the loom-makers seems largely due to the secular 
decline of demand rather than to policies of trade restraint, 
expansion in advance of the market, or an outstanding record 
of product improvement. 

While some authorities may be quoted to the contrary, 
Judge Hand’s decision in the Alcoa case need not be interpreted 
to hold that any firm in a position of market power is, by defini- 
tion, in a position of illegal monopoly. The court’s identification 
of market size, as measured by the relative share of sales, with 
market power has been explicitly rejected in later decisions and 
a legal concept of monopoly based upon the limits placed by 
the market upon the action of any single firm or group of firms 
is developing. Even if these limits do not amount to the con- 
straint which active and direct competition would afford, ac- 
cording to Judge Wyzanski, a firm in a position of significant 
market power does not constitute an illegal monopoly if this 
power is a direct consequence of ‘‘ability, natural forces or law.”’ 

On the basis of this interpretation of the anti-trust statutes, 
it would seem that the market position occupied by the two 
manufacturers of looms—in spite of their 100 per cent control 
of production and their tacit avoidance of direct competition— 
is acceptable by the standards of current public policy. It is 
clear that their performance has not been vigorous—either as 
competitors or as innovators—but it has not been effectively 
established that more vigorous performance would have led to 
appreciably different results. Although their freedom from 
market restraints is sufficient to allow a significant degree of 
monopoly power, no evidence has been discovered to indicate 
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that either firm is in a position to eliminate potential entrants 
to the market, and the power to exclude, being the prime req- 
uisite of permanent market control, is basic to any concept of 
illegal monopoly. In the absence of this power, it may well be 
argued that the present position of Draper and Crompton- 
Knowles originated in the patent law and has been maintained 
by their ability to produce the most satisfactory weaving 
machine yet devised and the “natural force’’ of excess capacity 
in textile mills and a narrowing loom market. 








PART III 


PLANNING AND RESOURCES POLICY 














PROTECTING NATURE’S RESERVOIR* 


Arthur Maass 


N July of 1953 the 83rd Congress, though hellbent on econ- 
I omy, appropriated $5 million for a new and unbudgeted 
national program of ‘‘watershed protection.’’ Neither President 
Truman nor President Eisenhower had requested this money 
in their Budgets; it was provided at the urgent request of cer- 
tain Members of Congress who were concerned over a rising 
public pressure for national action on watershed flood control. 
Clifford Hope of Kansas, chairman of the House Agriculture 
Committee, presented the item to the Committee on Appro- 
priations. ‘I am sure,” he said, “that the members of this Sub- 
committee are aware of the tremendous interest in watershed 
programs which exists throughout the country today. As a 
matter of fact, I am convinced that the country is far ahead of 
the Department of Agriculture and the Congress on this sub- 
ject.’”* 

But in appropriating $5 million for this purpose Congress 
was not dealing for the first time with the watershed problem. 
In June of 1936 it had declared that ‘“‘destructive floods upon 
the rivers of the United States . . . constitute a menace to 
national welfare,’’ and that “‘the Federal Government should 
improve or participate in the improvement of navigable waters 
and their tributaries, including watersheds thereof, for flood pur- 
poses if the benefits to whomsoever they may accrue are in 
excess of the costs, and if the lives and social security of the 
people are otherwise adversely affected.’”’*? To this end Congress 
provided that Federal investigations and improvements of 
rivers for flood control and allied purposes should be under the 
supervision of the Chief of Engineers, and that Federal in- 
vestigations of watersheds and measures for runoff and water- 
flow retardation and soil erosion on watersheds should be 
undertaken by the Department of Agriculture. The Secretary 
was authorized and directed to make watershed flood control 
surveys in the same localities in which the Corps of Engineers 
was authorized to make river surveys for flood control. 


* See bibliographic note at conclusion of article for method of citing sources. 
1 Ref. (C), p. 583. 
2 Flood Control Act of 1936, 49 Stat. 1570. Emphasis added. 
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By June of 1953, however, the Government had made very 
little progress on the watershed program authorized in the 
Flood Control Act of 1936. The Department of Agriculture 
had not yet agreed upon a rationale for the program, nor upon 
an organization to develop such a rationale. During this 
seventeen year period the Department had recommended to 
Congress improvements on only 26 watersheds.* And with 
respect to these, there was little agreement in the Department, 
the Executive Office of the President, or the Congress that 
adequate or satisfactory plans had been proposed. Congress 
had authorized the 11 watershed proposals prepared before 
World War II (all in the Flood Control Act of 1944), but had 
failed to take any action on those submitted thereafter; and 
relatively little work progress had been made on the authorized 
watersheds. It is in the light of these facts that we recall Clifford 
Hope’s conviction that ‘‘the country is far ahead of the Depart- 
ment of Agriculture and the Congress on this subject.”’ 


WHY SO LITTLE PROGRESS? 

Why had so little progress been made since 1936? Why had 
the Department of Agriculture been unable to make effective 
use of the Flood Control Act? It is the purpose of this article 
to develop an answer to these questions and then to interpret 
Congressional action in 1953 in the light of this answer. 

In brief, the answer is that the Department of Agriculture, 
considering its internal organization and its relations with 
outside groups, with the Budget Bureau, and with Congress, 
had been unable to adjust to a project-by-project, in contrast to a 
nationally uniform approach to an agricultural problem. The 
Flood Control Act contemplated a project approach, similar to 
that of the Corps of Engineers. But for Agriculture, that which 
was to be applied on a project basis, ‘‘measures for runoff and 
waterflow retardation and soil erosion prevention on water- 
sheds,”’ was not well delineated in the legislation nor in the work 
preparatory to it. Neither was the relation of a program of 
watershed projects to the nation-wide conservation programs of 
the Department. 

3 Eleven surveys were completed before World War II interrupted USDA work 


on this type of activity; and 15, thereafter. The general report on the Missouri 
River Basin Agricultural Program is not included in the count for this purpose. 
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How should flood control be provided on watersheds? By up- 
stream engineering practices such as flood water retarding 
structures? By land treatment practices designed to improve 
the water retention and regulating capabilities of crop, pasture, 
and woodlands? Or by a combination of these two and yet 
other devices? 

How should the desired practices be installed on farms and 
other private lands? By use of Federal technical assistance to 
farmers? Incentive payments? Supporting credit? Extension 
education? Or by a combination of several or all of these and 
others? 

Since the Department’s national conservation programs 
provide for land treatment measures by various combinations 
of the means listed above, how should the watershed project- 
by-project approach be meshed with the national programs? 
Should the national programs be accelerated for selected areas? 
Or should the watershed projects be separately authorized and 
conducted? 

It is in solving these difficult problems that the Department 
has had so little success. But responsibility for failure does not 
rest on the Department alone. As we shall see, the Budget 
Bureau, the committees of Congress, and the 1936 legislation 
inaugurating a watershed program must share, in varying 
degree, this responsibility. (Where the law is at fault, however, 
the USDA can be held accountable for failing to propose 
remedial legislation.) 


THE FLOOD CONTROL ACT OF 1936: A PUBLIC WORKS APPROACH 


Let us start, then, with the 1936 Act. As I have recounted 
elsewhere, this legislation was drawn up in 1935 by the Flood 
Control Committee of the House of Representatives as an 
“emergency measure,” designed primarily to insure that flood 
control projects would receive a large allocation under the 
$4.8 billion emergency relief appropriation then under con- 
sideration by the Congress.‘ It was not considered a vehicle 
for determining important policy in resources development. 
When the bill emerged from the Senate Commerce Committee 
almost one year later, however, it had been expanded in scope 


“See this author’s Muddy Waters: The Army Engineers and the Nation's Rivers 
(Harvard University Press, 1951), pp. 83-6. 
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to expound a national policy for flood protection. In deriving 
this policy the Commerce Committee had worked almost en- 
tirely with the Army Engineers; it had not consulted other 
interested agencies—the Departments of Agriculture and In- 
terior and the National Resources Committee. These agencies 
disapproved the bill as reported; they considered it totally 
inadequate as a determinant of public policy in the broad field 
of water and related land resources. Among other deficiencies, 
the bill made no mention of watershed programs and surveys 
and granted no authority to the Department of Agriculture in 
this regard. Since it appeared certain, however, that the Sen- 
ate, reacting to the disastrous spring floods in the eastern United 
States, would pass the flood control measure at the 1936 session 
of Congress, and that time was too short to work out a new 
and more generally satisfactory approach to the problem, the 
agencies agreed to press for amendment of the bill on the floor 
of the Senate to meet some of the most obvious deficiencies, 
including the failure to recognize flood abatement on water- 
sheds. With the aid of President Roosevelt and the White 
House the bill was amended; and though the NRC considered 
the amendments inadequate and recommended a veto, the 
President signed the bill with some reluctance on 22 June 1936. 

This legislative history is recounted to demonstrate the 
inadequate preparation of the 1936 Act. Not until the bill was 
reported from the Commerce Committee by Senator Copeland, 
in late April of 1936, does the Administration appear to have 
been alerted to its important policy implications. Only at the 
last minute, in Senate debate on the bill, was legislative con- 
sideration given to the watershed aspect of river development. 
Then the Senate accepted, and the House immediately con- 
curred in, several amendments prepared hastily by representa- 
tives of the Soil Conservation and Forest Services and Senator 
Hayden of Arizona who represented the President in the floor 
debate on the bill. It was hoped and expected by many that 
the 1936 Act would be replaced soon by legislation based on 
more careful study. But this has not been the case. The pro- 
cedure and organization for project planning set forth in this 
first national flood control law have come to be repeated in 
subsequent laws. 


In connection with a project-by-project approach to the 
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development of navigation facilities the Corps of Engineers 
and Congress had evolved a detailed and unique system of 
executive-legislative relations.’ In outline this system was as 
follows: Congress, in an omnibus Rivers and Harbors Act, 
authorizes the Corps to investigate the desirability of improving 
a given area; the Corps conducts a survey to determine the 
most suitable plan for improvement and whether such im- 
provement is economically justifiable; the Corps submits its 
survey report to Congress and if the report recommends con- 
struction, Congress is likely to authorize the project in an 
omnibus Rivers and Harbors Act—+.e. authorize the Corps to 
proceed with construction in accordance with the survey plans 
when money is appropriated ; if the survey report is unfavorable 
to improvement, the House or Senate Committee having juris- 
diction over rivers and harbors may by Committee resolution 
direct the Corps to reexamine the area. 

This public works project approach to resources development 
was adopted in the 1936 Flood Control Act for the activities 
of the Corps of Engineers. This was to be expected siace the 
Corps took the initiative in working out the Act with the 
House and Senate legislative committees. The last minute 
amendments by which watershed programs were ‘‘counted in” 
the legislation applied the same unique system to the Depart- 
ment of Agriculture. Thus, the Department was faced with a 
new project-by-project program for agricultural lands, a new 
method for program analysis and justification, and a new 
pattern of executive-legislative relations—for all of which 
there was no important precedent in other basic programs of 
the Department. To this date the USDA has been unable to 
work effectively under the Corps’ public works procedures. 


CONSEQUENCES OF INCLUDING USDA UNDER CORPS PROCEDURES 


At the outset it was believed by many in the Department of 
Agriculture and the National Resources Committee that the 
Department and the Corps would prepare joint survey reports 
on rivers and their watersheds with joint responsibility for the 
findings and recommendations. This, they said, was the inten- 
tion of the framers of the watershed amendments and of the 


5 For a detailed statement of this procedure, see Muddy Waters, op. cit., ch. 1. 
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Congress in accepting these amendments.’ But joint reports 
never materialized. First, the Corps of Engineers was generally 
not inclined to participate in any cooperative investigation of 
navigation or flood problems. Second, the Department of 
Agriculture was not prepared to conduct the watershed aspects 
of preliminary examinations and surveys at the rate of speed 
desired by the Corps. Thus, though the Department of Agricul- 
ture was authorized and directed to make watershed surveys at 
the same localities where the Corps was to make river surveys 
for flood control, the two survey programs have been conducted 
independently of one another from the beginning. 

Left, then, to shift alone in this new environment of project 
reports, the Department of Agriculture faltered. The prepara- 
tion of survey reports on the Corps model has involved many 
techniques not easily applied to watershed improvements. 
Take, for example, the benefit-cost ratio. The costs of a project 
are compared to the monetary benefits to be derived, such, for 
example, as flood losses prevented. These are reduced to an 
annual basis and stated as a ratio. If the ratio of benefits to 
costs is greater than 1:1, the project is considered justified 
economically. The Department of Agriculture has had great 
difficulty deriving benefit-cost ratios for its watershed pro- 
grams. As recently as December of 1952 a subcommittee of the 
House Committee on Public Works, which is accustomed to 
dealing with the economic evaluation methods used in Corps 
survey reports, had this to say of the report on the Brazos 
River Watershed, Texas, considered ‘‘typical’’ of the Depart- 
ment’s watershed reports: 


“In summary, the economic evaluation appears to use figures both in 
estimated costs and in estimated benefits that are not at all firm. .. . 
While the stated figures show estimated benefits well in excess of 
estimated costs, the calculations, the assumptions, and their presenta- 
tion do not inspire confidence. The real economic value of the pro- 
gram is left in doubt.’” 


6 Memo of Chmn. Water Resources Committee, National Resources Committee, 
16 Dec. 1938, subject: planning of flood control investigations; in National Ar- 
chives. 

783rd Congress, 2nd Session, House Committee on Public Works, Subcom- 
mittee to Study Civil Works, Report on Economic Evaluation of Federal Water 
Resource Development Projects, House Committee Print No. 24, p. 36. Emphasis 
added. 
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Similarly the Bureau of the Budget and the Chief of Engineers 
have expressed dissatisfaction with the USDA’s “project eco- 
nomics.’ In connection with the Brazos Watershed Report, 
General Pick, Chief of Engineers, said: ‘‘I do not believe, how- 
ever, that this method of investigation and planning is adequate 
to develop the engineering plans, estimates of cost, and data on 
economic justification, which we consider necessary as a basis 
for recommendation . . .’8 

The difficulty may lie in the efficiency with which the Depart- 
ment has conducted its surveys. More likely it is due to the 
fact that the Department of Agriculture has been trying to 
apply to an agricultural program a public works project analysis 
that is hardly applicable.® 

The preparation of project reports has, in addition, involved 
the Department of Agriculture in a type of detailed Budget 
Bureau review and control that does not prevail for other 
Department programs. For a great many years the executive 
departments have been required to submit to the Budget 
Bureau legislative proposals and proposed testimonies on legis- 
lation, so that the Bureau can act for the President in coordi- 
nating proposals and informing the departments of the relation 
of their statements to the President’s program. That the Corps 
of Engineers has not in the past cooperated willingly with the 
President’s office in setting national resources policies is now 
well documented.’ For one thing there is little basic legislation 
on navigation and flood control. The omnibus Rivers and 
Harbors and Flood Control Acts are written in the House 
legislative committees and consist largely of Congressional 
approvals and authorizations of individual project survey re- 
ports; so that national policies, to the extent that they exist, 
must be sought in the reports themselves. For this reason 
largely the National Resources Planning Board and the Bureau 
of the Budget in 1940 drafted, and President Roosevelt signed, 

8 Brazos River Report, p. 4. 

® The House subcommittee recognizes this in part. 

As an added factor, certain groups in the Department, in the Forest Service in 
particular, feared that the procedure of economic evaluation in the Flood Control 
Act might become a precedent which the Congress or Budget Bureau would seek 
to apply to the Department’s regular programs. This they did not want. 

Other survey techniques of the Corps which have perplexed the Department are 


period of amortization, cost allocation, and principles of local cooperation. 
10 See Muddy Waters, op. cit., passim. 
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an Executive Order requiring all Federal construction agencies 
to submit to the Budget Bureau all investigation and survey 
reports before they are sent to Congress, so that Budget can 
determine the relation of the reports to the program of the 
President. In this way it was hoped to bring the Corps under 
some degree of executive control.!! As might be expected, the 
Budget’s techniques for reviewing individual project reports 
have differed somewhat from those for reviewing general legis- 
lation. The Bureau has examined and criticized benefit-cost 
ratios, including the sufficiency and accuracy of the specific 
economic data supporting them; cost allocation principles; etc. 

Unlike the Corps, the Department of Agriculture has coop- 
erated well with the President’s office on matters of agricul- 
tural policy. These are usually spelled out in legislative pro- 
posals for national agricultural programs. For its watershed 
flood control program, however, the Department must clear 
with Budget on a project-by-project basis, as a public works 
agency. And in this capacity the Department has experienced 
difficulties. Budget’s criticism of USDA project economics has 
been noted. Other and more serious differences of opinion 
between Budget and the USDA over watershed project reports 
will be discussed below.” 

Finally, the preparation of project surveys under the law of 
1936 has required the Department to report, for this program 
alone, to legislative committees other than those on Agricul- 
ture. The Committees on Public Works, as we shall see, have 
an entirely different perspective on watershed programs than 
the Committees on Agriculture. It is with the Committees on 
Public Works and their predecessors that the Corps had built 
up such a unique system of executive-legislative relations, based 
on project reports. 


A RATIONALE FOR A WATERSHED PROGRAM 


Working with the procedural requirements of the Act of 1936, 
the USDA has sought without success to develop, and gain 


11 Tbid., pp. 101-2, 126-9. 

12 Also, as a part of project clearance and coordination, the Department of 
Agriculture, for the watershed program alone, must comply with other procedures 
required of the Corps of Engineers, such, for example, as referring each project 
report to the Governors of all affected States for review, and to the Federal Inter- 
Agency River Basin Committee. Ibid., pp. 108-12, 124-9. 
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general approval for, a rationale for watershed programs. In the 
late 1930's and up until the war Milton Eisenhower, as director 
of the Secretary’s Office of Land Use, undertook to coordinate 
for this purpose the varied efforts of the Forest and Soil Con- 
servation Services and the Bureau of Agricultural Economics. 
He achieved agreement on a number of important points, not- 
ably, the limited effects of land treatment measures on major 
floods at downstream urban centers, but he was unable to work 
out a broadly consistent Department rationale for watershed 
programs. As a result, when watershed survey work was re- 
sumed after the War, two views emerged, competing for accept- 
ance within the Department. The one emphasized structural 
measures such as small retarding basins and bank protection 
works for the stabilization of small watercourses—a headwaters 
engineering approach. The other emphasized a broad variety 
of measures such as reseeding of pastures, deferred grazing, 
contour cultivation, fertilizing crop and pasture lands, terrac- 
ing, intensifying farmer education, broadening farm credit, in 
addition to the watercourse structural measures—all for induc- 
ing proper use and treatment of the grass, crop, and forest 
lands in the watershed. This was a comprehensive land use 
approach in which flood abatement was considered in the broad 
light of general agricultural development. 

The difference between the engineering and the comprehen- 
sive approaches to watershed flood control has its counterpart 
in a dichotomy of views on the best method for planning land 
conservation for an individual farm; and a brief analysis of this 
dichotomy is instructive for our purposes. The technicians of 
the Soil Conservation Service, in making a farm conservation 
plan, concern themselves very largely with soil practices. They 
recommend terracing, or contour farming, or strip cropping, so 
as to ‘‘treat every acre according to its capabilities and needs.” 
On the other hand, certain agricultural economists argue that 
conservation for a farm should be planned in terms of the 
management of the whole farm business and the farm home 
too, rather than in terms of soil practices alone.'* Alternative 
operating budgets should be worked out for each farm showing 

18See Charles Hardin, The Politics of Agriculture (Free Press, Glencoe, Ill., 


1952), pp. 60-6; and the writings of John D. Black, Earl Heady and Sherman 
Johnson. 
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the expenses and income from different systems of land manage- 
ment and including in the alternatives only systems which 
promote proper land use. Thus, for example, on the basis of 
such an analysis the most effective way to get conservation on a 
New England dairy farm might be to make available $2,000 
in low interest intermediate credit. With the credit the farmer 
could expand his barn to accommodate four more cows. To sup- 
ply pasturage for the cows he would then corvert certain fields, 
which are subject to erosion, from an annual cash crop to per- 
manent pasture; and this would constitute good soil conserva- 
tion. The point is that technicians using the SCS method of 
farm conservation planning would not have come up with a 
proposal to provide $2,000 credit for barn expansion. They 
likely would have proposed that the fields in crops be seeded to 
permanent pasture, but this proposal would not have been 
related to the total picture of farm operations. The SCS method 
is too narrow, too single purpose, argue the agricultural econ- 
omists; and because it is so narrow it does not accomplish even 
its single purpose as well as would a more comprehensive 
method. 

In the Department of Agriculture it is a group within the 
Soil Conservation Service who have supported the engineering 
approach to watershed programs, and technicians of the 
Bureau of Agricultural Economics and the Secretary’s Office 
who have advanced the more comprehensive view. The econ- 
omists on the Secretary’s staff have considered a broadly con- 
ceived basin plan as a framework within which the farm plan- 
ning approach could be applied to individual farms. Secretary 
Brannan was particularly anxious that the Department evolve 
broad river basin plans for agricultural development and flood 
control; to achieve this he sought to have the project reports 
prepared cooperatively by many agencies of the Department 
under direction of his own Office, rather than by the Soil Con- 
servation and/or Forest Services alone. 

The most ambitious and comprehensive of the reports devel- 
oped under Brannan’s leadership was that on the Missouri 
River Basin Agricultural Program, the first to be sent to Con- 
gress after World War II. This report was prepared by a field 
committee of representatives of nine agencies of the Depart- 
ment, under the leadership of the Secretary’s Office. The land 
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grant colleges and universities, the Great Plains Agricultural 
Council, and other agricultural and forestry agencies of the 
States in the Missouri Basin participated. Secretary Brannan 
called this report an “innovation,” “‘a new and outstanding 
landmark in planning,” for its proposals would be ‘‘carried out 
under a comprehensive, unified, and multiple purpose plan espe- 
cially designed to meet the unique needs of the Missouri Basin.” 
The first purpose of the report is to ‘‘complement and protect” 
flood control, irrigation, power, navigation, and other projects 
that have been authorized for the Missouri Basin under the 
Flood Control Act of 1944 (the Pick-Sloan Plan). Since the 
comprehensive view of watershed planning has been used, how- 
ever, this first purpose is complemented by others—for example, 
to ‘‘protect, conserve and improve the lands of the basin for 
more efficient production and use.’’ To accomplish all of the 
purposes a cost of $8.5 billion is estimated—$3 billion allocated 
to the Federal Government, $.5 billion to State and local gov- 
ernments, and $5 billion in costs to landowners and operators. '4 

Directing the Missouri Basin Survey was no mean task for 
the Secretary’s Office. The Soil Conservation Service opposed 
so broad an orientation. And most of the USDA agencies were 
poorly organized to operate on a project basis, especially a 
project whose bounds did not correspond to State and county 
lines. Gaining acceptance for the Missouri Basin Report from 
the USDA agencies, the Budget Bureau, and the Congress, has 
proved an even more difficult task. The many difficulties en- 
countered are responsible in large part for the fact that the 
watershed reports prepared since have been less ambitious in 
their comprehensiveness, though they have continued to be 
considerably broader than would have resulted from a simple 
flood control engineering analysis. Thus, the reports on 15 
watersheds, submitted to Congress between October 1951 and 
July 1952, are the product largely of the SCS, though the Office 
of the Secretary, with varying degrees of success, guided the 
work, and field representatives of other agencies of the Depart- 
ment, such as State offices of the Production and Marketing 


14 Missouri Basin Report, pp. iii, 29-30. Emphasis added. This Report is so 
broad in scope that its authors cite three major and several minor authorities as 
the bases for the coordinated effort which produced it. Of the major authorities, 
one is the Flood Control Act of 1936. The other two define the Department’s 
activities in the field of soil conservation generally. 
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Administration and of the Cooperative Extension Service, as 
well as Washington offices of these agencies were consulted and 
given an opportunity to review the reports. They include, in 
addition to measures designed to stabilize small watercourses, 
proposals for pasture establishment, fertilizing, farm ponds, 
wildlife area development, fire protection, etc.; and these meas- 
ures are to be carried out by a variety of means, including ex- 
tension education, incentive payments, and technical assist- 
ance. 


THE BUDGET BUREAU OBJECTS 


The rationale of even these more limited reports has failed to 
earn the approval of the Budget Bureau or the Congress. It 
contains a series of relationships to which, for different reasons, 
these units object. In essence the objectives as well as the pro- 
grams recommended in the watershed project surveys cannot be 
distinguished definitively from national conservation and land 
productivity programs. Take for example the estimated bene- 
fits of the projects, as figured by the Department to comply 
with the project reporting requirements of the 1936 Act. Only 
five to twenty per cent of the benefits are for offsite flood con- 
trol—i.e. benefits that result from the prevention of flood dam- 
ages downstream from the lands on which the improvements 
are installed. Eighty to ninety-five per cent of the benefits 
accrue directly to the farmers on whose lands the many im- 
provements are made, in terms largely of increased agricultural 
production, or more precisely, increased land productivity.’ 
Thus, the watershed projects overlap and duplicate the several 
national agricultural programs which are designed to improve 
land productivity—the Soil Conservation program, the Agricul- 
tural Conservation Program, and to a degree the Extension 
Education and Farm Credit programs. Furthermore, the 
specific measures recommended in the project reports—terrac- 
ing, strip cropping, forestry and range management, for exam- 
ple—and the techniques for installing and maintaining these— 
technical assistance, extension education, incentive payments— 
are very much the same as those used in the national programs. 
In effect, the watershed surveys provide for 





15 Ref. (A), p. 38. 
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One—a continuation of the normal national conservation programs 
for the area; 

Two—an acceleration of these land treatment programs so that a 
certain level of conservation and productivity can be attained at 
an earlier date than would otherwise be the case; 

Three—a new program for stabilizing small watercourses. 


Part Three of the combination is the most unique. A greater 
percentage of its benefits than those of Parts One and Two 
results from offsite flood prevention; and its measures and 
techniques differ somewhat from those used in the national 
programs. 

The Budget Bureau and the House Committee on Public 
Works have sought, in different ways, to limit authorization of 
watershed projects to the unique Part Three alone. The Secre- 
tary of Agriculture, on the other hand, has insisted on the com- 
bined authorization of Parts Two and Three (Part One is al- 
ready authorized and underway). The three parts, he points 
out, are integrally connected. The small watershed structures 
and channel improvements (Part Three) cannot be installed 
on a watershed until the farmers have “substantially tied 
down”’ the land through the treatment measures proposed in 
Parts One and Two.” 


“The Department, in formulating its watershed programs, seeks to 
adapt, intensify and accelerate proper land use and treatment. In 
some ways this is similar to what we are doing under the national 
programs of the Department. But there is a vital difference. In 
watershed programs we work first on the watersheds with the big- 
gest problems and where there is the biggest local interest in helping 
to meet them; and in each watershed we design and carry out a 
program which is properly balanced to give the greatest effects in 
reducing damages by erosion, floodwaters, and sediment. This 
procedure insures that necessary improvement work on watershed 
land is properly timed with the installation of supplemental runoff 
and waterflow retarding structures. 

“The fact that we are recommending many of the same kinds of 
measures in our watershed programs as we advocate in our going 
national programs seems, however, to have caused some confusion. 


16 The analyses in the USDA reports do not make this point clear; but it is a 
fairly apparent and quite reasonable assumption. 

1’ See Ref. (B), pp. 159-64 and Ref. (D), pp. 446-7. The quotation which fol- 
lows is from Ref. (A), p. 6. 
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Actually, there is no inconsistency between the two kinds of pro- 
grams. The land-treatment measures are the very essence of an 
adequate watershed program. . . . Total erosion, floodwater, and 
sediment damage prevention and other benefits that can be achieved 
by adapting, intensifying, and accelerating the application of land- 
treatment measures to meet the peculiar needs of each watershed 
fully justify the recommendations we are making in our watershed 
survey reports to accomplish this end.” 


The Budget Bureau has raised objections to authorization of 
the project surveys because this might introduce ‘‘confusion in 
the presentation of the Department’s budgetary program.’’* 
Following its parochial and statutory interest in the prepara- 
tion and presentation of the President’s Budget,’ the Bureau 
fears the budgetary consequences of allowing Congress to 
authorize on a project basis, measures which may be carried 
out under existing authorizations for national programs. The 
most obvious of these consequences as far as Budget is con- 
cerned would be pressure for increased appropriations. Thus, 
if Congress were to authorize the Department’s surveys (Parts 
Two and Three), then the Department could request funds to 
carry out this authorization under an appropriation entitled 
“Flood Prevention,’’ which would be in addition to the appro- 
priations for the national conservation programs. If, on the 
other hand, Congress were to authorize only the unique en- 
gineering portion of each survey (Part Three), then the Depart- 
ment would be forced to request funds for the acceleration of 
land treatment on the watershed (Part Two), under the regular 
appropriations. 

Secretary Brannan objected vigorously to the Budget posi- 
tion. He saw it as an effort to destroy the comprehensive ap- 
proach which he had worked so hard to achieve within his own 
Department. Budget’s position appeared to sacrifice the oppor- 
tunity for a new broad policy for watershed programs for the 
advantage of consistency in budgetary presentation. Brannan 
put it this way: 

“The Department has been confronted with proposals to restrict 


18 See Budget Bureau letters published in survey reports; for example, that in 
report on Brazos R. Watershed, Tex. 

19 See this author’s ‘‘In Accord with the Program of the President?” In Public 
Policy, Vol. IV, 1953. 
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its recommendations for authorization of work under the flood-con- 
trol act to structural measures and to depend upon other programs 
and authorities for the land treatment work. We oppose such a 
course because we feel that the recommendations and authorizations 
should include a complete and balanced program of all needed kinds 
of improvement measures on a watershed basis and that this is 
necessary to set the stage for a balanced schedule for installation of 
measures from the timing standpoint. 

“Accordingly, it is the position of the Department that it cannot 
meet the responsibilities imposed upon it by the flood-control acts or 
conform with the intent of Congress in enacting this legislation un- 
less its investigations, reports, and recommendations are made with 
a view to developing complete programs of watershed improvement 
and protection. The test of whether a measure should be recom- 
mended for authorization under the flood-control acts is not whether 
it may be carried out by this Department under some other author- 
ity than the flood-control act but whether such measure is for the 
purpose of runoff and waterflow retardation and soil-erosion preven- 
tion. This is the criterion which this Department must follow in 
carrying out the objectives of the flood-control act. Any other 
approach would in our view thwart the plainly expressed intention 
of the Congress. 

“In our opinion, merely stepping up the rate of appropriations for 
land-treatment measures is not enough. To get the right kind of job 
done, it is necessary to do it on a planned basis—first, a program for 
the entire watershed and, secondly, within the framework, work 
plans for individual subwatershed units. Then, on the basis of such 
watershed plans, we would seek appropriations to carry out the 
plans so that each type of measure, both the land-treatment meas- 
ures and the supplemental structures, would be installed in their 
proper sequence and relation to one another. This is why we recom- 
mend in our survey report all of the kinds of watershed measures 
that go to make up an integrated program for accomplishing the 
objectives of soil-erosion, floodwater, and sediment-damage preven- 
tion.” 


Though not stated explicitly, the Secretary also felt that 
Budget’s approach put the Department in an impossible posi- 
tion with Congress and thus jeopardized any realization of a 
broad watershed program. Over a great many years the De- 
partment has worked out satisfactory arrangements with Con- 
gress (and other groups) for dividing up between the States 


* Ref. (A), p. 40. 
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funds appropriated for national programs. The several hundred 
million dollar annual appropriation for the national Agricul- 
tural Conservation Program serves as an example. The alloca- 
tion to each State, and indirectly to each county, is today based 
on an estimate of the conservation needs of the State for the 
practices included in the program. To insure, however, that 
the proportion of the funds allocated to any State does not vary 
significantly from year to year, Congress has provided that it 
may not be reduced by more than 15 per cent from that avail- 
able in the previous year. And as a matter of practice the De- 
partment has seldom effected reductions of this magnitude. In 
the case of appropriations for the Soil Conservation Service, 
there is no legislative allocation among the States, but a certain 
level of assistance to the districts has come to be accepted. For 
Extension Education, funds are distributed to States on the 
basis of a series of formulae which include the variable factors 
of rural population and farm population, and certain fixed 
amounts prescribed in basic legislation. 

By requiring USDA to seek funds for land treatment under 
the regular appropriation headings the Budget Bureau would 
force the Department to abandon its present methods of fund 
allocation for several national programs and seek repeal of any 
legislative limitations which would impede this. The ACP 
appropriation, for example, would include a proportionately 
larger allocation of funds for those counties and States within 
certain watersheds where an accelerated program is planned. 
The Department’s justification for this, however, could not be 
the authorization of such acceleration under a Flood Control 
Act, for this the Budget would prohibit. The justification 
would have to be made under the law providing for a national 
program. The Secretary’s Office has argued that this arrange- 
ment invites failure for the watershed program. It would be 
very difficult to convince Members of Congress from States 
which do not have accelerated programs to vote extra money 
for those that do, especially since great pressure can be antici- 
pated to keep the total ACP appropriation at a level no higher 
than the present, so that any funds voted for accelerated pro- 
grams would come out of those that would otherwise be avail- 
able for allocation to all States under the national program. If, 
on the other hand, the Department could secure authorization 
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of the accelerated programs under Flood Control Law, then it 
would have considerably less difficulty winning Congressional 
approval for funds carried under a separate appropriation 
heading. In other words, the Department has argued that it 
cannot adapt its operations to a project-by-project program if 
the Budget continues to hold to its position. But the Budget 
has remained adamant. 


HOUSE COMMITTEE ON PUBLIC WORKS OBJECTS 


The most severe criticism of the rationale of the watershed 
surveys has come from the Subcommittee to Study Civil Works 
of the House Committee on Public Works.** Whereas the 
Bureau of the Budget objected to the comprehensive surveys 
because they impaired clarity and purity in budgetary presenta- 
tion, the House Committee on Public Works, following its 
parochial and statutory interests, objected because these sur- 
veys impaired the purity of the public works approach to flood 
control and consequently the clarity of the Committee’s juris- 
diction and that of the Corps of Engineers, the agency with 
which the Committee works most closely. Like Budget, the 
Committee on Public Works points out that ‘‘flood control’ 
benefits, strictly defined, constitute a small portion of the total 
anticipated benefits from the projects recommended by the 
Department of Agriculture. Also, the Committee appears to 
be quite unimpressed with the desirability of a comprehensive 
approach and with the relatedness of the several parts of each 
of the USDA surveys. In effect, the Committee would like to 
assume responsibility for the structural measures and absolve 
itself from any concern with land treatment, leaving this to the 
Committee on Agriculture. 

Thus, ‘‘the Subcommittee believes that flood control pro- 
grams of the nature contemplated in the flood control acts 
should continue to come before the Committee on Public 
Works, but is opposed to having land productivy measures, a 
non public works function, included to such a large extent.” 

Referring to the fact that the Department had tried to get a 
hearing before the Committee on Agriculture for several of its 
survey reports, the Committee on Public Works said: 


21 See its report (Ref. A). Quotations that follow in this section are from the 
report unless otherwise indicated. Emphases are added. 
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“It would appear that the Department of Agriculture’s action was 
actually based on its anticipation that the Committee on Public 
Works would be inclined to consider only public works features and 
would not be willing to load down flood control legislation with 
authorizations that were not strictly relevant to responsibilities of 
the Committee. This anticipation is reasonably sound since the Com- 
mittee had objected to this attempt to force it either to take no 
jurisdiction over a program at all or be obliged to pass on agricul- 
tural measures as well as flood control works.” 


The Committee would clarify the present confusion by 
limiting the flood control authority of the Department of 
Agriculture and expanding that of the Corps of Engineers: 


“The Subcommittee believes that the supervision of Federal im- 
provements for flood control should remain in one agency and the 
responsibility should not be dissipated by the authorization of un- 
coordinated segments of flood control work by other agencies.”’** 


Present authority of the Department to make flood control 
surveys in accordance with the Act of 1936 would be cancelled. 
Instead the Corps of Engineers would be directed to ‘‘include in 
their reports, with their comments thereon, a statement from 
the Secretary of Agriculture as to specific structural improve- 
ments, their costs, purposes, and benefits, recommended by 
him to provide related runoff and waterflow retardation and 
soil erosion prevention works, as supplementary to any pro- 
gram recommended by the Chief of Engineers.’’ The Corps 
would receive all appropriations for flood control surveys and 
would transfer to the Department funds necessary to finance 
its studies. 

As for the non-structural aspects of Agriculture’s programs, 
“the Subcommittee recognizes that some legislation, presumably 
sponsored by the Committee on Agriculture, would be necessary 
to provide for an accelerated program of soil conservation and 
water retardation work on upstream lands’ ;”* but it feels that 
this is not very closely related to flood control: 

22 82nd Congress, 2nd Session, House Committee on Public Works, Subcom- 
mittee to Study Civil Works, Statement on House Committee Print No. 22 
(mimeo., n.d.), p. 3. 

23 Statement of Rep. Robert E. Jones, Jr., Chairman, Subcommittee to Study 
Civil Works, entitled ‘‘Press Comment on Jones Subcommittee Report on Flood 


Control Program of the Department of Agriculture” (mimeo., n.d., but Feb., 
1953). 
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“The Subcommittee considers that soil conservation in itself is a 
most important activity. The welfare of the nation requires that 
sound practices for the conservation of the fertility of the soil be 
undertaken. The need is sufficiently important that it does not 
need to be disguised as flood control. The unnecessary confusion 
introduced by improperly commingling the two phases of conservation 
must stop.” 


HOUSE COMMITTEE ON AGRICULTURE IS AMBIVALENT 


The watershed program has presented real difficulties for the 
House Committee on Agriculture; for that Committee is not 
used to dealing with projects; but rather, with national agricul- 
tural programs. Also, the Committee has never been certain 
of its jurisdiction, if any, over the project reports and over any 
legislation that might result from them. The eleven watershed 
surveys submitted to Congress before the end of World War II 
were referred without question to the House Committee on 
Flood Control, predecessor of the Committee on Public Works; 
and it was this committee and its counterpart in the Senate 
which recommended authorization of the projects in the Flood 
Control Act of 1944. The comprehensive character of the post- 
war reports gave rise to the question of committee jurisdiction. 
The first and most comprehensive, that on the Missouri Basin, 
was referred to the Committee on Agriculture. The next eleven 
survey reports, submitted to Congress over two years later, 
were referred to the Committee on Public Works, after some 
complicated parliamentary maneuvering involving the Soil 
Conservation Service and the Office of the Secretary in the 
Department of Agriculture and the Committees on Agriculture 
and Public Works and the parliamentarian in the House of 
Representatives. Finally, the last surveys submitted to the 
82nd Congress, those on five watersheds within the Missouri 
Basin, were referred to the Committee on Agriculture; they 
were treated as supplements to the comprehensive Missouri 
Report. 

Upon receipt of the Missouri Basin Report, the Agriculture 
Committee, and its Subcommittee on Watershed Programs 
chaired by Mr. Poage of Texas. began to consider the types of 
legislation that might be prepared to accomplish the work 
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recommended in the surveys.*4 One alternative was for the 
Committee to prepare omnibus watershed flood control acts in 
which the Congress would approve and authorize USDA survey 
reports in the same manner that the Committee on Public 
Works prepares rivers and harbors and flood control bills 
authorizing the Corps’ survey reports. It appeared to many in 
the Department of Agriculture that the Committee could and 
would follow this course; and that in this procedure the Agricul- 
ture Committee would be more favorable to the Department’s 
programs than the Committee on Public Works. This accounts 
in large part for the parliamentary scramble over referral of 
reports, and for the following complaint of the House Com- 
mittee on Public Works: 


“Apparently as an outgrowth of criticisms by the Public Works 
Committee of the form and content of the current type of report, 
elements of the Department of Agriculture have determined that 
their proposals have greater chance of success if handled by the 
Committee on Agriculture. The statement has been made that the 
Department of Agriculture considers the Committee on Agriculture 
more receptive to the programs and so anticipates that appropria- 
tions will be more readily forthcoming.”’** 


But the Committee on Agriculture soon made it clear that it 
was not prepared to deal with the watershed problem on a 
project authorization basis. Instead, as is its wont on other 
agricultural matters, the Committee preferred to deal with 
watershed flood control by legislation authorizing a national 
program. The details of this proposed legislation will be spelled 
out later. 


WATERSHEDS V. DAMS 


To what extent, if at all, has the upstream-downstream con- 
troversy contributed to the views of the Budget Bureau and 
the Congressional committees and to the failure of the Depart- 
ment of Agriculture to absorb successfully the watershed pro- 
gram initiated with the Act of 1936? The nature of this public 
debate should be familiar to all readers.** On the one hand are 

24For a brief summary of the Committee's activities in this regard see House 

25 Ref. (A), p. 38. 


26 An excellent analysis of this problem is found in Ref. (A). Quotations in this 
section, unless otherwise cited, are from this report. 
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those who consider flood prevention as a problem that begins 
and ends where the rain falls—on the tributary watershed. A 
program to “restore nature’s reservoir,” the soil, so that it can 
hold the rain and check the runoff, supplemented where neces- 
sary by upstream “‘little dams,” will not only prevent the large 
amount of annual flood damage that occurs on farm lands in the 
watershed, they argue, but will also make unnecessary the 
construction of large storage reservoirs on main channels. 
Watershed projects can either stop the floods completely or 
can so delay them that when the floods reach the cities they can 
be channeled safely through levees alone. Watershed projects 
instead of big dams, is the program of these proponents. On 
the other hand there are those who argue that in most areas 
of the country watershed programs will contribute little to 
downstream protection of large cities; that their major effect is 
the prevention of flood damages to the rural lands on which the 
watershed measures are applied; and that this effect is meas- 
ured largely in terms of the increased agricultural productivity 
of these watershed lands. Even if ‘‘nature’s reservoir’’ were in 
the most perfect of conditions it could not retain all of the rain 
that falls in heavy storms. There were floods in the Mississippi 
Valley before white man started plowing up the ground. Storms 
move around so irregularly in any watershed that great num- 
bers of the little dams are likely to be outside of the area of any 
particular rainfall and thus provide no protection at all. 
Proponents of the first view include farmers facing inunda- 
tion by mainstream dams, private utilities which oppose large 
Federal dams that might produce public power, ‘“‘anti-big- 
anything people,’”’ and certain conservation organizations and 
groups of sincere watershed farmers. Proponents of the second 
view include city residents and business men and, by their 
official pronouncements, all of the interested agencies of the 
Federal Government. The Department’s survey reports claim 
very little in the way of downstream flood protection. Remem- 
ber that only 5 to 20 per cent of the benefits are offsite; 80 to 
95 per cent are on the watershed lands. Also, officials of the 
Soil Conservation Service and of the Secretary’s Office have 
tried to make it clear to committees of Congress ever since 1942 
that upstream works cannot give adequate protection to a 
river basin and are not a substitute for downstream dams and 
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channel works needed to protect urban centers.” The historic 
importance of this conclusion by USDA should not be over- 
looked. Almost since the turn of the century friends of the 
Forest Service and conservation organizations had been pro- 
posing land treatment as a means of controlling major floods. 
In 1936 their great fight was won in a sense; the Department of 
Agriculture was given an important, if poorly defined, role in 
the national flood program. Between 1937 and 1941 the De- 
partment strove to make the big stride from conviction to 
science and, after much soul searching and some painful internal 
altercations, reached the conclusion that land treatment could 
not reduce major floods very much. This conclusion came 
quietly in the restrained language of the technical people, 
leaving public opinion almost untouched. 

In the light of these facts can it be said that the watershed v. 
dams controversy has contributed to the Department’s failure 
to get an active watershed program underway? It may be true 
that the public controversy has given reviewing authorities, 
such as the Budget and Congress, an excuse to delay action. 
It may be also that active opposition by the dam building 
agencies and their friends to any groups that advocate water- 
sheds instead of dams has been interpreted mistakenly by many 
as opposition to the Department’s watershed program. Con- 
troversies such as this breed confusion, and confusion can do 
great harm to a cause which requires positive legislation. Fur- 
thermore it is true that the Corps of Engineers and the House 
Committee on Public Works have expressed serious doubts 
about the engineering and economic adequacy of the little dams 
proposed as part of Agriculture’s program for stabilizing small 
watersheds. 

On the other hand, the Department has profited from the 
activities of the watersheds-instead-of-dams groups. They have 
been able to focus national attention on the paucity of Federal 
funds spent for watershed flood control in contrast to those 

27 See in addition to Ref. (A), testimony of Chief, SCS, in Ref. (D), p. 444; of 
Dy. Chief, SCS, before 83rd Congress, 2nd Session, House Subcommittee on 
Agricultural Appropriations, Vol. 4, pp. 1872-3; of assoc. landuse coordinator, 
USDA, before 78th Congress, 2nd Session, House Committee on Flood Control, 
Hearings on Flood Control, p. 1119. Also, Howard L. Cook, ‘‘The Effects of Land 
Management Upon Run-Off and Ground-Water,”’ in Proc. U.N. Sci. Conf. on the 


Conservation and Utilization of Resources (1951), Vol. IV, pp. 193-202, and the 
references cited therein. 
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spent for big dams. To a considerable degree it is they who 
successfully impressed upon Congress in 1953 the urgency for 
action on watershed legislation. Though the Department in 
Washington has continually rejected the platform of these 
groups, there is evidence that certain SCS officers in Washing- 
ton and the field have encouraged it. After taking considerable 
testimony on this point the House Subcommittee on Civil 
Works concluded somewhat obliquely: “. . . the Subcommittee 
has not been able to understand why the people in the water- 
sheds have continually supported the proposition that the De- 
partment can give them total flood control over the entire river 
if somewhere along the line the Department did not lend them 
some encouragement.”’ The Committee pointed to the case of 
Kansas and Tuttle Creek Dam and cited evidence that the 
“agencies have contributed to confusion over the effectiveness 
of upstream works.”” Commenting on the influence of Elmer T. 
Peterson, a prominent spokesman of the watersheds-instead-of- 
dams groups, the Committee said: 


“Other elements of the Department [“‘other’’ than the Secretary’s 
Office], however, have expressed the opinion that while Mr. Peterson 
and his followers are perhaps overly zealous and inclined to over- 
exaggeration, probably the upstream program would languish in the 
planning stage if the more rabid supporters of the watershed scheme 
did not arouse the farmers, the President, and the Congress.” 


On balance it is my opinion that the watershed v. dams con- 
troversy has not been a significant factor in the failure of the 
Agriculture Department to gain approval for an active program 
of watershed flood control. And in any case, the importance of 
this controversy cannot compare to that of factors traced 
previously. 


20 JANUARY 1953—A COLOSSAL IMPASSE 


As Secretary Brannan and the Truman Administration de- 
parted Washington on 20 January 1953 the situation on water- 
shed flood control could be described as a colossal impasse. 
The Department had submitted to Congress since resumption 
of survey activities after World War II project reports on 15 
watersheds. Ten of these were before the House Committee on 
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Public Works whose special subcommittee had criticized them 
severely, failed to recommend their authorization, and proposed 
an end to the procedure under which they had been prepared. 
Reports on 5 watersheds were betore the House Committee on 
Agriculture which had decided against adopting a project 
authorization approach to the problem but had not worked 
out a satisfactory alternative. And there were jurisdictional 
conflicts and jealousies between the two legislative committees. 

The Budget Bureau, as the President’s staff agency, had 
done nothing positive to help get the watershed program under- 
way. As the Department viewed Budget’s actions, they were 
entirely negative and contributed to the impasse. There was 
no real agreement within the Department of Agriculture; the 
Office of the Secretary and the SCS were at odds over the 
rationale and strategy of the program. 

The Department’s postwar ‘‘new look’’ on the watershed 
survey—the comprehensive report—was under vicious attack 
at all points. The Budget Bureau had inserted the scalpel into 
the land treatment portion of the reports; and the House Sub- 
committee on Civil Works had given it a healthy twist. The 
Corps of Engineers had pricked the skin of the small water- 
course portion of the reports; and the House Subcommittee had 
inserted the scalpel deep. Finally, the Budget Bureau and the 
House Committee had severed the two parts with a sharp blade 
so that combined or comprehensive consideration was impossi- 
ble. 

At the very time that the impasse was becoming immense in 
proportions, public demand for some sort of Federal action on 
the watershed conservation front was rising rapidly. Robert 
Salter, Chief of the SCS, reported to Congress early in 1953 
on the growth in the last two years of local interest in watershed 
programs. His organization had made a survey in January of 
1953 and had found more than 300 organized watershed associa- 
tions (i.e. those having elected officers and boards of directors 
and bylaws) and more than 500 informal watershed groups. 
The 300 organized associations covered 350 million acres and 
about 1.5 million farms and ranches; they were well distributed 
geographically; and almost 50 per cent of them had legal status 
of one form or another. Many of these groups were misguided, 
to be sure: “‘Of course, there are some people out there who mis- 
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takenly believe these upper watershed programs will effectively 
control these enormous floods, which they will not do’’; but 
they were demanding some sort of action.” 

The impasse was so great that Secretary Brannan and Presi- 
dent Truman in the Budget for fiscal year 1954, recommended 
that Congress appropriate funds to initiate action on 7 new 
watersheds, which were the subject of survey reports pending 
before the House committees (6 reports were before the House 
Committee on Public Works; 1 before the House Committee on 
Agriculture). They proposed that the work be carried out 
under authorities already available to the Department, since 
the reports had not been authorized under the Flood Control 
Act. This recommendation was eliminated from the Budget 
by the new Administration, which further proposed a reduction 
in the appropriations for continuing work on the 11 authorized 
projects, and a heavy cut in the funds recommended for con- 
tinuing the Department’s survey work. 

It was in this atmosphere that Representative Hope opened 
Agriculture Committee hearings on ‘‘Conservation and Water- 
shed Programs” on 28 April 1953. In his introductory state- 
ment he said: 


‘We are convinced, in short, that we have reached the time for ac- 
tion in our upstream soil conservation, water utilization, flood pre- 
vention program. We hope that these hearings will help us to chart 
the course of that activity with certainty. 

“Under the specific authorizations of the Flood Control Act the 
Department of Agriculture has expended some $18 million in mak- 
ing studies, surveys, and reports. These have resulted in the start of 
exactly 11 projects, which were authorized in 1944. 

“In spite of the millions of dollars which have been spent in sur- 
veying and resurveying virtually every major watercourse in the 
United States, we are no nearer action on most of them than we were 
17 years ago. In spite of thousands of conferences between repre- 
sentatives of agencies who agree on broad plans for river valley 
development, we are no nearer agreement on the practical blue- 
prints for action than we were before the Flood Control Act was 
passed. 

“It seems clear to us, therefore, that now is the time to begin to 
put some of our plans into action and we hope that these hearings 


78 Ref. (D), pp. 447, 442. 
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will give the Committee and the Congress a clearer view of just what 
that action should be.’’* 


The action taken to cure the evils of the Act of 1936 will be 
discussed in the following section. Just remember here the 
major cause of failure: The Department had been unable to 
adjust to a project-by-project, in contrast to a national, ap- 
proach to an agricultural problem. This is attributed to certain 
conflicts within the Department as well as to the Department’s 
relations with other units of the Executive branch, the Con- 
gress, and its clientele. The Secretary’s Office had sought to 
mesh the watershed approach with the national conservation 
approach by developing ‘comprehensive, unified, multiple 
purpose plans” through which the Department’s conservation 
activities could be “tailored” to meet the needs of major agricul- 
tural regions. The Soil Conservation Service had taken a more 
limited or single purpose view of desirable watershed planning 
and in doing so reduced, though it could not eliminate, the 
meshing problem. Augmenting this basic difference were con- 
flicting views on how watershed conservation should be in- 
stalled—by what practices and what methods of dealing with 
farmers; how it should be authorized by Congress; what agen- 
cies should do the planning—whether it should be a joint under- 
taking of several USDA bureaus or assigned to a single bu- 
reau;*” and how coordination with other Federal agencies 
should be achieved. 





THE USDA AND THE FIRST SESSION OF THE 83RD CONGRESS 


On 1 April 1953 Secretary Benson transferred to the Soil 
Conservation Service general responsibility for all work under 
the Flood Control Acts and abolished the land and water re- 
sources staff in the Secretary’s Office.*? 

On 23 July 1953 the House and Senate approved a Confer- 
ence Report on the Agriculture Department Appropriations 
Bill which included an item of $5 million to start a “‘pilot plant” 
program of watershed protection on 50 small watersheds in 

*° Ref. (B), p. 3. 

% The Soil Conservation and Forest Services feared that joint planning, re- 
quiring coordination of activities, might reduce cherished agency autonomy. 


31 This staff was a direct descendant and the last remnant of the Office of Land 
Use Coordination, organized under the leadership of Milton Eisenhower. 
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28 States. There was no special legislative authority for this; 
so the broad provisions of the Soil Conservation Act of 1935 
were relied on. How did an economy-minded 83rd Congress 
come to initiate an appropriation for a new, unbudgeted, and 
in a sense unauthorized agricultural program? The November 
election in Kansas’ First Congressional District is important 
in this connection; and it symbolizes the answer. Albert Cole, 
Republican, had represented this District in northeast Kansas 
since 1945. In each of his four elections he had received almost 
twice the votes of his Democratic opponent—roughly 70 to 
35 thousands. Cole ran for the 83rd Congress, seeking a fifth 
term; but in the year of the great Republican sweep of the 
nation he lost to a Democrat by a vote in thousands of 65 to 69. 
For the first time in history the First District of Kansas was 
represented by a Democrat. Albert Cole’s defeat has been 
attributed to his support of the Army Engineers and their 
Tuttle Creek flood control dam under construction on the Big 
Blue River. His adversary, Howard Miller, president of the 
Walnut Creek Watershed Association, opposed this dam which, 
when in full use, would flood out tens of thousands of acres of 
rural land in the First District to help provide flood protection 
for Manhattan, Topeka, and Greater Kansas City. In opposing 
the dam Howard Miller supported counter proposals to control 
flood waters on the Big Blue by soil conservation and land use 
measures. Cole had himself opposed the Tuttle Creek dam 
until some time after the great floods of 1951 when he became 
convinced that the watershed program, though important of 
itself, would not provide adequate protection for the urban 
centers; and his position was upheld by the Department of 
Agriculture in Washington though there is evidence that cer- 
tain Department representatives in the area lent support to 
Miller’s position. But the details are not important here. The 
point is that Albert Cole’s defeat alerted many in Congress to 
the political significance of the public interest in watershed 
programs; and it, along with the advent of a new Administra- 
tion which promised to emphasize “‘local interests’ in resources 
programs, gave an impetus to the groups seeking new watershed 
legislation. 

On 4 February 1953 the Water Management Committee of 
the National Association of Soil Conservation Districts, meet- 
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ing in Omaha, Nebraska, voted that the President of the 
United States should recommend to the Congress new legisla- 
tion establishing uniform standards for a watershed flood con- 
trol program. It voted also, however, ‘‘to immediately readjust 
the 1954 budget of the Department of Agriculture, without 
increases, to provide for assistance in flood prevention and 
related land treatment in small watersheds upon application of 
local agencies.’’*? The NASCD was soon joined in its resolves 
by others interested in watershed legislation and together they 
formed the National Informal Citizens Committee on Water- 
shed Conservation. Raymond A. McConnell, Jr., editor of the 
Lincoln (Nebraska) Evening Journal and co-chairman of the 
Salt-Wahoo Watershed Association, became leader of this in- 
formal group. At his suggestion they met in Washington on 
25 February for discussions with President Eisenhower, the 
Secretaries of Agriculture and Interior, the Chief of Engineers, 
and the Director of the Budget. They proposed that a sum be 
made available directly for a small watershed program. Mr. 
McConnell reports that ‘‘at that time we urged upon the Presi- 
dent that true economy lies in this type of approach and its 
complete consistency with the philosophy underlying the new 
Administration.”’** 

The group did not win their point immediately, for the re- 
vised Eisenhower Budget failed to include any funds for the 
small watersheds; in fact it cut back quite heavily on all water- 
shed activities. However, on 29 April, the last day of scheduled 
hearings on Agriculture appropriations, Representative Hope, 
Chairman of the House Agriculture Committee, and Senator 
Carlson, both from Albert Cole’s State of Kansas, appeared 
before the House Committee on Appropriations and made an 
urgent request for a $5 million fund to start work on 50 small 
watersheds. With their active support, and that of Mr. McCon- 
nell’s committee, many of whom returned to Washington at 
the time of the appropriation hearings, the money was voted 
by Congress. *# 

The position of the Eisenhower Administration on this some- 
what unusual procedure is not entirely clear. Congressman 


32 See Ref. (B), pp. 154-5. 

33 Ref. (D), p. 1056. 

34 Material on the legislative history of this appropriation from Ref. (C), 
pp. 581-93, 610-50; Ref. (D), pp. 1052-62, 1192-6; and the committee reports. 
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Hope told the House Committee on Appropriations that the 
program had not been approved by the Department of Agricul- 
ture or by the Budget Bureau. Senator Carlson told the Senate 
Committee that: ‘‘Before Congressman Hope and I presented 
this proposal to the House Committee, we discussed the matter 
with the President of the United States and officials in the 
Department of Agriculture. We have the enthusiastic approval 
of the President and have had the full cooperation of the De- 
partment of Agriculture.”” Apparently, the White House was 
more receptive to the proposals than the Department. 

Can this new small watershed program be said to constitute 
an element in a long range solution to the impasse of 1953? Or 
is it more nearly an isolated special purpose action? Repre- 
sentative Hope in presenting his proposal, the Soil Conserva- 
tion Service in supporting it, and the House Committee on 
Appropriations and the House-Senate Conference Committee in 
approving it, all spoke of a “‘pilot plant’’ or ‘‘demonstration.”’** 
There are good reasons to believe, however, that the ‘““demon- 
stration” was conceived by many of its supporters as a start 
on a new permanent program rather than a laboratory experi- 
ment. In the first place, it is similar in most respects to the 
proposed permanent legislation introduced by Representative 
Hope on 27 April. Mr. Hope called for hearings before the 
Agriculture Committee on this bill the very next day; and on 
29 April, apparently with the support of the Agriculture Com- 
mittee, he appeared before the Committee on Appropriations, 
“convinced that the country is far ahead of the Congress on 
this subject.”’ Since there was no specific legislative authority 
for the appropriation proposal and its supporters were forced to 
rely on the broad provisions of the Soil Conservation Act of 
1935, since specific legislative authority was, however, pending 
before the Committee on Agriculture, and since the first session 
of the 83rd Congress was bent on economy and not amenable 
to appropriating funds for new legislative programs, it probably 
was essential for purposes of strategy, if for no other reasons, to 
call the proposal a “‘pilot plant” or “demonstration.” 

Second, some of those who used the description, ‘“‘demonstra- 
tion,” (including Mr. Dykes of the SCS, Mr. McConnell, and 


35 For Hope, Ref. (C), pp. 588, 646; for SCS, Ref. (C), p. 643; for House Com. 
Approps., House Rpt. 422, 83rd Congress; for Conference Com., House Rpt. 900, 
83rd Congress. 
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in part Mr. Hope) did not mean experiment, but rather an 
effort to demonstrate the advantages of a watershed program 
to the entire nation through a series of small projects “‘widely 
scattered,” ‘‘into areas where all the people could see the work,” 
“from South Carolina to California and from Minnesota to 
Texas.’’*6 

Finally, the important Congressional leaders urged the basic 
significance of the appropriation. Chairman Hope of the 
legislative committee said to the Appropriations Committee: 
“IT believe that this appropriation, if made, will constitute a 
Landmark in the history of conservation legislation in this coun- 
try. I implore you to give it favorable consideration.” And 
Chairman Andersen of Agriculture Appropriations Subcom- 
mittee said to his colleagues and to representatives of the SCS: 
“I might say here that I hope that this is the beginning of a long 
range program which will provide for a lot of this necessary 
work. This has been too long delayed.’’*” 

It is safe to conclude, then, that the $5 million appropriation 
was intended as a prominent first step in a solution to the 
impasse we have described. As such we should determine if it 
encompasses the ingredients of success. 


A NATIONAL PROGRAM? 


To what extent is the new program a national one which the 
USDA can administer without violating its traditional relation- 
ships? It proposes to distribute its benefits widely. The con- 
cern is with small watersheds, and a large number of these can 
be included in an annual budgetary program of reasonable size. 
The $5 million voted for fiscal year 1954 is to be spent on 50 


% For Dykes, Ref. (C), p. 642; for McConnell, Ref. (C), p. 36; for Hope, Ref. 
(C), p. 585. 

Technically it is highly doubtful that the watershed ‘‘pilot plants,’’ as planned 
by SCS, could ever be used to determine the effects on flood runoff of the measures 
installed. To do this it is necessary to measure rainfall and runoff over a period 
of years both before and after the program is installed. 

It is interesting to note here that the ‘demonstration projects” developed by 
the Soil Erosion Service and the Soil Conservation Service in its earliest days 
came to be of strategic importance in encouraging the formation of soil conserva- 
tion districts after the States had passed their district enabling acts. The demon- 
stration project approach, in other words, has worked once before to set off a 
rapidly expanding program. 

37 For Hope, Ref. (C), p. 585; for Andersen, Ref. (C), p. 641. Emphasis added. 
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watersheds in 28 States, fairly well distributed over the major 
agricultural areas of the United States.** The operating unit 
for the program is the soil conservation district, and since in 
most States the boundaries of districts correspond to, or are 
included within those of counties and in no instance do they 
cross over those of States, the program appears to conform to a 
workable and accepted administrative pattern for the Depart- 
ment. In mid-September the SCS compiled a list of 39 water- 
sheds for which negotiations with the local sponsoring agencies 
were well along. For 31 of these the sponsoring agencies are 
single soil conservation districts, and only 7 of the districts have 
jurisdiction over areas that cut across county lines. For 6 
watersheds, the sponsors are 2 soil conservation districts 
jointly, and in only one case does the jurisdiction of the sponsors 
cut across county lines. For one watershed the sponsor is 3 
districts jointly, and their jurisdictions are confined within 
county boundaries. The sponsor is an agency other than an 
organized SCD for only one watershed, and it is Mr. McCon- 
nell’s Salt-Wahoo Association in Nebraska. Apparently the 
rapid spawning of formal and informal watershed groups, noted 
by SCS Chief Salter, has little to do with the administration of 
the new program. The well-organized SCDs have taken charge. 

The program abandons the whole concept of individual 
project authorizations and with it the need for public works 
reports, benefit-cost ratios, and report clearances. Neither the 
language of the appropriation nor the reports of the Appropria- 
tions Committees mention the watersheds by name; considera- 
ble flexibility is left with the SCS. Though the Service may 
decide to use a very general form of the benefit-cost ratio as a 
means of internal administration, it is not required to defend 
the precision of these calculations before the Congress. At the 
present time (September 1953), the Department does not in- 
tend to submit small watershed reports to the Bureau of the 
Budget for project clearance under EO 9384, nor to the Federal 
{Interagency River Basin Committee, though certain Budget 
staff members think that the Department should be required 
to do so. 


38 The number of watersheds is not prescribed in the appropriation language and 
will likely exceed 50 before all funds are committed. 
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A PROGRAM THAT WILL ENJOY LEGISLATIVE SUPPORT? 


To what extent is the new program one that is likely to re- 
ceive encouragement from the committees of Congress? The 
program was initiated by the House Committee on Appropria- 
tions at the urgent request of the chairman of the House Com- 
mittee on Agriculture. A sympathetic Committee on Agricul- 
ture has assumed jurisdiction rather than an unsympathetic 
Committee on Public Works. The Agriculture Committee will 
soon consider Chairman Hope’s bill which would repeal the 
USDA's watershed survey authority under the Flood Control 
Act of 1936, and instead provide a permanent authorization for 
the program now underway, thereby removing from it the 
descriptive qualification, “‘pilot plant.’’® 

There are several respects in which the Hope bill differs from 
the current appropriations program, and it might be well to 
mention them here though some are likely to undergo modifica- 
tion in the legislative process. The bill requires that, before 
the Secretary of Agriculture commences any watershed work 
involving Federal assistance, he shall transmit a copy of the 
plan and the justification therefor to the Congress through the 
President. The Congress does not authorize or approve the 
plan; rather do its legislative and appropriations committees 
receive it for information. In supporting the appropriation for 
50 watersheds this year the Soil Conservation Service sub- 
mitted to the Appropriations Committees brief descriptions 
and justifications for each, and in a sense the Hope bill formal- 
izes this normal procedure. However, the very formality will 
likely require the preparation of more rigid and detailed re- 
ports, and the Department will have to steer a careful course 
if it is to avoid that tortuous maze of public works project 
reporting with which it has been unable to cope in the past. 
In this connection two further provisions of the Hope bill 
should be pointed out. It requires that the Secretary determine 
“that the flood prevention and soil conservation benefits exceed 
their costs’’ before the Department participates in a watershed 
program. This appears to be a very general demand, but again 


%® The bill introduced on 27 April was H.R. 4877. It was similar to the Poage 
bill on which hearings had been held in the previous session of Congress. Minor 
revisions have since been made, and the bill was reintroduced on 1 August 1953 
as H.R. 6788. The companion bill in the Senate is S. 2549, introduced by Chair- 
man Aiken of the Committee on Agriculture and Forestry. 
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the Department will have to steer a careful course to avoid a 
rigorous application of public works project economics to its 
activities. Finally, the bill requires that the reports to Congress 
be transmitted through the President. This means through the 
Budget Bureau; and the Bureau has siated, in a letter to the 
Committee on Agriculture on the bill, that “the proposed 
projects would be reviewed by the Executive Office of the Presi- 
dent under Executive Order 9384.” Unless the Bureau revises 
its approach to review of watershed projects, a permanent 
program may run into difficulties here. Also, unless the Budget 
desists from requiring that funds for watershed programs be 
divided up among several appropriation items, the Department 
may find it difficult to sustain the support of the Committees on 
Appropriations. 

The Budget Bureau, as the President’s agent for clearance of 
legislation, has recommended favorable consideration of the 
watershed bill by Representative Hope’s committee; and the 
President in a message to the 83rd Congress in the closing days 
of its first session supported the bill’s principles.” 


A PROGRAM THAT WILL BRING CONCORD TO THE USDA? 


To what extent is the new program one that will bring har- 
mony to the Department of Agriculture? It concentrates 
responsibility in the Soil Conservation Service. This combined 
with the Secretary’s order transferring the watershed functions 
of the Office of the Secretary to the SCS should end many dis- 
agreements of the past. But new ones can be foreseen. If the 
program grows rapidly it will mean more power for the SCS, 
and, more important, for the soil conservation districts. As 
such it strengthens these agencies as against Extension and the 
Farm Bureau in what Charles Hardin called ‘“The Struggle for 
Power in Rural America.’’*! Anyone familiar with Hardin's 
analysis can project the broad problems that will be raised by a 
significant increase in the power of the ‘‘land doctors” and their 
districts and can speculate on alternative solutions, but such 
analyses, projections, and speculations are beyond the scope 
of this paper. 

Budget Bureau letter to Chairman, House Committee on Agriculture, 31 


August 1953. President's message to Congress, 31 July 1953, House Doc. 221, 
83rd Congress. 


“1 This is the subtitle of his Politics of Agriculture, op. cit. 
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A COMPREHENSIVE PROGRAM? 


Admitting, then, that the strategy of success is built into the 
new program—it is national in scope and organization and will 
enjoy legislative and executive support—to what extent does it 
retain the substance of the postwar comprehensive approach to 
watershed conservation? The program for most of the 50 small 
watersheds includes measures for both acceleration of land 
treatment and small watercourse stabilization. The upstream 
engineering techniques for the stabilizing measures, for which 
the Federal Government will pay full costs except lands, are 
the same as those contemplated in the wider watershed surveys. 
But those for the accelerated land treatment are considerably 
more limited. Whereas the comprehensive programs contem- 
plated Federal expenditures for a combination of technical 
assistance through the SCS, education through the Cooperative 
Extension Service, conservation payments through the ACP, 
and other means, the new small watershed programs provide 
for technical assistance through the Soil Conservation Service 
only. Mr. Hope has testified that of a total Federal cost of 
$29 million for the 50 watersheds (the $5 million appropriated 
in 1953 is a first year start), $24 million are for the structural 
measures and $5 million for intensifying land treatment, a ratio 
of roughly 5 to 1 in favor of the structures. Compare this to the 
Federal expenditures proposed in the most recent comprehen- 
sive watershed surveys: 


Federal Cost for 











Accelerated Ratio of 
Land Structures 
Structures Treatment to Land 
Watershed (in$million) (in$million) Treatment 
Salt-Wahoo Crks., Neb. 6.2 10.8 1:1.7 
Blue R., Kan.-Neb. 2 39.2 1332 
Upper So. Platte R., Col. 8.7 39.1 1:4.5 
Osage R., Kan.-Mo. 55.5 62.0 1:1.1 
New program of 50 small watersheds 24.0 4.7 1:0.2 


The new program, then, is considerably less comprehensive 
than that of the Brannan era. It is, in the words of its sup- 
porters, ‘‘a watershed program under the Soil Conservation 
Service,”’ and as such it utilizes only the techniques and in- 
strumentalities of that Service. It is hardly broad enough to 
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provide a framework for the farm and home planning approach 
to conservation on the individual farm. 

Furthermore, since the new program places such great em- 
phasis on the soil conservation district, the river basin orienta- 
tion of the comprehensive surveys is fairly well forfeited. Most 
of the supporters of the new program envision a status in which 
the SCS is prepared to install a “watershed program” in any 
district that makes application and is itself prepared to meet 
the requirements for local participation. By scattering its 
services in this way, to make up a national program, the SCS 
could scarcely put together broad river basin plans, designed 
to complement the river engineering work of the Corps of En- 
gineers and the Bureau of Reclamation. Of course, a close or 
complementary relationship between watershed prograins and 
river developments has never been established in the USDA 
comprehensive surveys. Eighty to 95 per cent of the benefits 
accrue to the farm land owners; only 5 to 15 per cent are as- 
signable to offsite protection. Under these circumstances for- 
feiture of river basin orientation may be inevitable and in- 
significant. In certain cases, however, the ultimate instaliation 
of small watercourse stabilizing measures over an entire water- 
shed may so alter the pattern of flood runoff that it should 
be planned in conjunction with the main stem storage reservoirs 
and levees. Such coordinated planning would be extremely 
difficult to achieve under the new program. 

In the light of this analysis, the new watershed program may 
well boil down to little more than a national program authoriz- 
ing the SCS to provide an additional service to any of its cus- 
tomers, the soil conservation districts, who wish it. At present 
the Service is pretty well limited to providing the districts with 
technical assistance, and the new program will expand this 
only slightly. Under the new program, however, the Service 
can offer in addition to plan and to pay for the total construc- 
tion costs (not including land) of small watercourse stabilizing 
measures in districts that initiate a request for these. Several 
districts may choose to join for the purpose of requesting the 
new service, and they may designate themselves a watershed 
association, but the basic operating unit will remain the dis- 
trict. 

The Hope bill would authorize a program somewhat broader 
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in substance than that being carried out under the current 
appropriation. The Secretary of Agriculture could ‘cooperate 
and enter into agreements with and furnish financial and other 
assistance to local organizations.’’ However, the other provi- 
sions of the bill and its general tenor, as well as the stated objec- 
tives of most of those who support it, suggest the strong possi- 
bility that the broader terms of the authorization, if enacted, 
may never be used. The die may well be cast. 


BIBLIOGRAPHIC NOTE 


The following documents, cited most frequently in this article, are identified 
throughout by the indicators noted in the left hand column. 


Indicator Document 

Ref. (A) 82nd Congress, 2nd Session, House Committee on Public Works, Sub- 
committee to Study Civil Works, Report on the Flood Control Pro- 
gram of the Department of Agriculture, 5 December 1952, House 
Committee Print No. 22. 


Ref. (B 83rd Congress, First Session, House Committee on Agriculture, Hear- 
ings on Conservation and Watershed Programs, Series H 
Ref. (C) 83rd Congress, First Session, House Committee on Appropriations, 


Subcommittee on Agricultural Appropriations, Hearings on Depart- 
ment of Agriculture Appropriations for 1954, Part 5. 

Ref. (D) 83rd Congress, First Session, Senate Committee on Appropriations, 
Subcommittee on Agricultural Appropriations, Hearings on Agricul- 
tural Appropriatons for 1954. 


Frequent reference is made throughout the article to the sixteen USDA water- 
shed survey reports submitted to Congress after World War II. These reports are 
identified below and will be mentioned by name only in the text. 








Date 
Watershed Submitted Referred to Doc. No. 
Missouri River Basin 9/29/49 H. Com. Agric. H. Doc. 373, 81/1 
Green R., Ky. & Tenn. 10/19/51 H. Com. Pub. Wks. H. Doc. 261, 82/1 
Grand (Neosho) R., Okla. 2/27/52 H.Com. Pub. Wks. H. Doc. 388, 82/2 
Brazos R., Tex. 3/10/52 H.Com. Pub. Wks. H. Doc. 396, 82/2 
Pee Dee R., Va., N. C., 

&S.C. 3/10/52 H. Com. Pub. Wks. H. Doc. 395, 82/2 
Sny, Ill. 3/10/52 H. Com. Pub. Wks. H. Doc. 398, 82/2 
Queen Crk., Ariz. 3/10/52 H.Com. Pub. Wks. H. Doc. 397, 82/2 
Delaware R., N. Y., N. J., 

Pa., etc. 3/19/52 H. Com. Pub. Wks. H. Doc. 405, 82/2 
Sevier Lake, Utah 3/19/52 H.Com. Pub. Wks. H. Doc. 406, 82/2 
Scioto R., Ohio 3/19/52 H. Com. Pub. Wks. H. Doc. 409, 82/2 
Pecos R., N. M. & Tex. 5/20/52 H. Com. Pub. Wks. H. Doc. 475, 82/2 
*Salt-Wahoo Crks., Neb. 7/3/52 H. Com. Agric. H. Doc. 530, 82/2 
*Blue R., Neb. & Kan. 7/3/52 H. Com. Agric. H. Doc. 530, 82/2 
*Upper South Platte, 

Colo. & Wyo. 7/3/52 H. Com. Agric. H. Doc. 530, 82/2 
*Osage R., Kan. & Mo. 7/3/52 H. Com. Agric. H. Doc. 530, 82/2 
*Five Mile Crk., Wvo. 7/3/52 H. Com. Agric. H. Doc. 530, 82/2 











* Reports on these 5 watershed submitted in one document entitled ‘‘Supple- 
mental Report, Missouri River Basin Agricultural Program.”’ 





PLANNED RESEARCH FOR DEFENSE 


Milton Greenberg* 


“An absolute prerequisite to our national welfare . . . 
and basic to attempts to national planning . . . is ade- 
quate scientific information regarding the materials and 
forces with which great groups of our population have to 
deal.” 

KARL T. Compton— 
“Science in an American Program for Social Progress,” 
Scientific Monthly, XLIV (January, 1937), 7 


THE RELATIONSHIP OF SCIENCE TO PLANNING 


URING the past two decades, we have rapidly moved into 

the era of large-scale scientific endeavor. In 1936 it was 
estimated that “total national expenditures for work in science 
by government, industry, foundations and universities com- 
bined [were] of the order of $100 million per year.’’! In 1947 
the total national research and development budget (excluding 
atomic energy) was $1,160 million, and by 1957 it is proposed 
that the latter figure should be doubled.? As our research and 
development programs increase in scope, it is becoming in- 
creasingly apparent that science holds the key to power in our 
society, and that the adoption of appropriate democratic safe- 
guards has become more urgent.* In addition, ‘‘broad scientific 
and technological advice is also greatly needed . . . in planning 
[technical] programs . . . since science and technology are in- 
dispensable for progress in agriculture, industry, and the utiliza- 
tion of natural resources.”"* We thus have on the one hand the 
* The views expressed are solely the author's and in no way necessarily reflect 


the official viewpoint of any organization or agency with which he may be con- 
nected. 

1 Karl T. Compton, ‘‘Science Advisory Service to the Government,” Scientific 
Monthly, X11 (January, 1936), 30. 

2A Program for the Nation, The President's Scientific Research Board (Wash- 
ington, 1947), pp. 12-13. 

3 Robert S. Lynd, ‘‘The Gentlemen Talk of Science,”’ Science for Democracy, 
ed. Jerome Nathanson (New York, 1946), p. 23; Joseph Rosenfarb, Freedom and 
the Administrative State (New York, 1948), p. 136. Also see ‘‘The Role of Science 
in the Determination of Democratic Policy” (A Symposium, Sidney Hook, Chair- 
man) in Scrence for Democracy, pp. 1909-170. 

‘Douglas M. Whitaker, ‘“‘The Natural Sciences in Policy Formation,” The 
Policy Sciexces, eds. Daniel Lerner and Harold D. Lasswell (Stanford, 1951), 
p. 279. 
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requirement for establishment of adequate controls over science 
in order that it be utilized to democratic ends and on the other 
the necessity for an assessment of the inner nature of science 
so that it can play an effective role in democratic planning. 
Essentially, these two facets of the problem will be dealt with 
in this paper. We are interested primarily in the general prob- 
lem, that is, the general national planning of scientific research, 
not in the specific executionary phases of a given project. The 
basic issue is twofold: Can we use science in national planning 
without reducing its creativity and will a “‘planned’’ science 
still retain our democratic values and the values of the scientific 
ethos ?® 

A great deal of confusion in any discussion of “‘planning”’ 
stems from the high regard in which scientific management is 
held in certain circles, primarily in industry, which next to the 
Government is the largest supporter of scientific research and 
development in this country.’ The ‘‘planning”’ group or depart- 
ment of Taylor,’ so appropriate to the assembly line and shop 
type of operation, is often said to be a valuable adjunct of 
planning scientific research programs. It is unfortunate that 
the word “‘planning”’ is used in both instances. I do not believe 
that planning in the Taylor sense is, in essence, part of the 
planning process as we understand it. At best it may be an aid 
to the operator in carrying out ‘‘plans”’ which have been selected 
by a democratic society. There is further confusion that is 
introduced by the concept of ‘‘planning”’ as a process in aid of 
executive decision-making or execution of operations.’ It is 
well known that many administrators confuse the process of 
planning with administrative mechanics and formal blueprints 
or organization. We are concerned with a much more subtle 

5 For a general definition of the concept of scientific ‘‘ethos” see Robert K. 
Merton, Secial Theory and Social Structure (Glencoe, IIl., 1949), p. 396. 

6 U.S. National Science Foundation, 2d Annual Report (November, 1952), p. 6. 

7H. S. Person, ‘Scientific Management,” Encyclepaedia of the Social Sciences, 
p. 606: “Usually a separate planning department is needed in which the tasks are 
subdivided among different members of the managerial staff.’’ Also, R. G. Tug- 
well and E. C. Banfield, ‘Government Planning at Mid-Century,”” Journal of 
Politics, XIII (1951), 133, state that although Taylor called his method scientific 
management, it ‘actually . . . was planning.”’ 

8 John D. Millett, The Process and Organization of Government Planning (New 
York, 1947), p. 72: ‘‘Planning necessarily proceeds in conjunction with opera- 
tions.’’ And on p. 74 (citing David E. Lilienthal): ‘‘Action and planning ‘are seen’ 


not as things separate and apart, but as one single and continuous process, [and 
that] plans and action are part of one responsibility.” 
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element than a neatly isolated box on an organization chart. 
Too often “‘management experts” in government are satisfied 
with the mere establishment of a full-time “planning group”’ as 
demonstrative of accomplishment of the planning function. 
Yet all that may be accomplished as a result is administratively 
neat execution or conformance to the ‘‘organization and meth- 
ods”’ expert’s personal prejudice concerning hierarchical struc- 
ture. Although an analysis of the planning process is beyond 
the compass of this paper it seemed appropriate to warn of the 
many pitfalls existing in the literature of the physical sciences 
concerning ‘‘planning.’’ There is, of course, no agreement 
among political scientists as to what constitutes ‘‘planning”’ 
generally ; each definition has to be considered against the back- 
ground of the society within which the planning process is 
occurring and the substantive area for which planning is under- 
taken. For the purpose of this paper we will consider planning 

s “guidance and coordination of the community’s activities 
through an over-all program ... in accordance with the 
community’s preferences, as expressed through the constitu- 
tion and through representative bodies.’’® It is apparent that 
planning, conceived of in that framework pervades the entire 
structure of constitutional democratic government. We will be 
concerned later with scientific research as an agent in that 
process. 

Our Government has become so complex and covers such an 
extremely wide range of endeavor that it ‘“demands technical 
competence in the solution of all save an infinitesimal fraction 
of the problems which face it.’’!” Even though the Department 
of Agriculture, the Geological Survey, and other agencies of 
the Government have had a long history of scientific functions 
or scientifically-slanted programs, T. Swann Harding, historian 
of the Department of Agriculture, has commented that “the 
ideas of the agricultural age preceding the era of machine in- 
dustry and applied science still tend to prevail in our demo- 
cratic government.’’!! However, World War II and the post- 
war triumphs of technology in the art of war have now sharp- 


® Carl J. Friedrich, Constitutional Government and Democracy (Boston, 1950), 
p. 492. 


10 Ernest S. Griffith, The Modern Government an Action (New York, 1942), p. 16. 
T. S. Harding, “Place of Science in Democratic Government,” American 
Sociological Review, XII (December, 1947), 622. 
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ened the awareness of our country to the efficacy of scientific 
research and the ultimate power inherent in an adequately 
supported program of scientific research. In addition to the 
directly-supported Government scientific services, modern in- 
dustry has been supporting research and development on a 
scale hitherto unknown. But despite the existence of many 
organizations within the Government established to foster 
research and development, there is no concrete, over-all ap- 
proach to the role that scientific research will play in the na- 
tional interest. Evidence of this is apparent in the budgetary 
strictures which the National Science Foundation has had to 
endure and in the recurrent reorganizations of units of our 
Government dealing with research and development. 

We also must not lose sight of the fact that there is a lag 
between the time of establishment of laboratories for research 
and development and the production of fruitful results. Mere 
budget-voting does not guarantee timely answers to the prob- 
lems facing the democracy. And throughout the entire process 
of research there threads the desires of the professional scientist, 
who, in the last analysis, will cause a research program to fail or 
prosper. External pressure can never be substituted for the 
personal drive of the individual research worker. With ‘‘the 
number of men who can make first-class contributions to 
science [being] limited by nature’s endowment,’’!* voluntary 
participation is a necessary prerequisite to a successful scientific 
venture. 


THE DEPENDENCE OF SCIENCE ON DEMOCRACY 


The fact that the well-being of science depends on the exist- 
ence of a democratic environment has not been wholly accepted 
at all times, even in this country. We are not referring here to 
freedom of inquiry without restriction—that falls more prop- 
erly in a discussion of conditions required for the prospering of 
basic research as contrasted to applied research. We are con- 
cerned here with the general over-all approach to science, 
especially in this day and age when the Government, acting 
both as an operating group and as representative of the people, 
must set national policy concerning the conduct of scientific 


12], Bernard Cohen, Science, Servant of Man (Boston, 1948), p. 301. 
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research as a “scarce natural resource.’”’ The experiences of 
World War II, with its conflict between armed forces furnished 
with weapons which were the product of scientific efforts of 
both democratic and totalitarian societies, provide us with 
certain insights into the operation of science. Professor Caryl P. 
Haskins says: 


“Science . . . depends for its lifeblood upon the existence of a 
democratic way of life, for . . . its basic concepts and its very 
operation must be the quintessence of democracy. Like democracy, 
science gives supreme recognition to the ideal of equality of oppor- 
tunity for the individual in his profession. . . . In the eyes of sci- 
ence, as in those of a democracy, all men are created free and equal 
in opportunity to find the places for which they are by nature best 
fitted. Men are not created to fill regimented equalitarian sta- 
tions.’’!8 


That science may realize its potential under democratic 
conditions is supported by Professor Merton.’ The fruitful 
growth of the scientific research endeavor ‘‘occurs only in 
societies of a certain order,’’ namely in democratic societies. 
The example of the downfall of scientific research under Nazi 
Germany has furnished rich evidence that “the hampering of 
science is an unintended by-product of changes in political 
structure and national credo.”’ As a result of the authoritarian 
attitude, there stemmed the policy that “scientific work which 
promises direct practical benefit to the Nazi party or the Third 
Reich is to be fostered above all, and research funds [were] to 
be re-allocated in accordance with this policy.’’ The course of 
scientific research in Germany was to run down, after early 
engineering advances had eaten up the backlog of research that 
had accumulated prior to the advent of the totalitarian regime. 
Logically, the “limitation of science’ does not occur in a 
democracy through emphasis on utility or suppression of 
universalism and substitution of “‘politically imposed criteria 
of scientific validity or scientific worth.”” On the contrary, both 
democratic procedure and the scientific method attempt to 

18 Caryl P. Haskins, “Science and World Democracy,”’ Perspectives on a Trou- 
bled Decade, eds. Lyman Bryson, et al. (New York, 1950), pp. 217-218. 


4 Merton, Robert K. Social Theory and Social Structure: Toward the Codifica- 
tion of Theory ard Research, Glencoe, Ill., The Free Press, 1947, pp. 295 ff. 
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avoid the ‘‘special bias or judgment of an individual’ and foster 
conditions of freedom of domination.'® 

The great advances in the sciences have come about under 
social conditions which allow for reversal of old views. Proper 
exercise of the scientific method requires ‘‘a community that 
respects the pursuit of truth and allows freedom for the ex- 
pression of intellectual doubt as to its . . . established institu- 
tions. Fear of offending established dogmas has been an obsta- 
cle to the growth of . . . physical sciences.’’® Now it certainly 
cannot be demonstrated beyond doubt that science and the 
scientific method can flourish only in a democratic society, but 
“it cannot be mere coincidence that science actually has flour- 
ished in democratic periods.” " 

Actually, the problem in many cases boils down to this: It 
will be admitted that the democratic approach does require 
freedom of inquiry, but this view may be tempered and the 
pressure of ‘‘concern for human welfare may seriously infringe 
this freedom.”’ Should freedom of inquiry be restricted in the 
light of the results of scientific achievement or should freedom 
of inquiry mean uncontrolled investigation?™ It seems incon- 
trovertible that freedom of action for scientists may be re- 
stricted in many cases for the common good, but the problem 
for democratic government should be to plan for scientific 
endeavor without resort to totalitarian methods.” 


SCIENCE AS DEMOCRATIC AGENT 


There is the corollary problem of the role of science as a 
democratic agent. Considering science and scientific work in 


15 Elizabeth Duffy, ‘‘Scientific Method and Democratic Procedure,” Walter 
Clinton Jackson Essays in the Secial Sciences, ed. Vera Largent (Chapel Hill, 1942), 
pp. 62-63. 

1% Morris R. Cohen and Ernest Nagel, An Introduction to Logic and Scientific 
Method (New York, 1937), p. 402. 

™ Merton, op. cit., p. 398, quoting Henry E. Sigerist, “Science and Democracy,” 
Science and Society, I1 (1938), 291. 

18 This problem is posed by Arnold Dresden in Arnold Dresden, et al., ‘‘Demo- 
cratic Responsibilities of Science,” in The Scientific Spirit and Democratic Faith 
(New York, 1944), p. 55. On this subject W. A. Noyes, ‘‘Science and the Rights 
of Man,” Human Rights (UNESCO), (London, 1949), p. 216, says: ‘‘It is evi- 
dent . . . that certain rights of scientists and consequently certain rights of man 
will necessarily be curtailed for the common good.”’ 

19 For a discussion of the harmful consequences of political control of science in 
authoritarian societies see Bernard Barber, Science and the Social Order (London, 
1953), pp. 73ff. 
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the gross, they are essentially neutral—‘‘there is nothing in 
scientific work as such, which dictates to what ends the prod- 
ucts of science shall be used.’’®” But more specifically, the dis- 
cussion should center around ‘‘not what science can do for 
society in general, but what it can do for a democratic society 
to make its democracy function better.’’* What science can 
give to democracy is the “‘scientific spirit.’’ This covers such 
things as freedom of choice, tolerance of the viewpoints of 
others, the drive for truth, and, in large measure, the feeling of 
brotherhood. 

Then, let us consider the scientist himself. The physical 
science research worker in many cases prides himself on the 
impracticality or uselessness of his results. The description of 
the scientist in the ivory tower is a commonplace in the litera- 
ture, ‘“‘and yet he is but responding to the intellectual and 
practical needs of a democratic society of tradesmen, manufac- 
turers, miners, and farmers.’’?* 

Closely allied to the problem of science as a democratic agent 
is the problem of the “internal communication”’ of scientific 
research.2* Through the means of communication of scientific 
results you essentially set up a control mechanism. What is 
meant is this: There is an iti. rnal control within science that 
works to its best advantage under the aegis of a democratic 
society, and if left to operate in that fashion, science can act 
more properly as a democratic agent. Succinctly put, this 
system of ‘internal control and communication’’*‘ infers that 
the scientific fraternity as a whole, or the “system of science,” 
possesses an inherent communications mechanism which re- 
quires no conscious external control. There is a ‘‘mutual ad- 

* C. A. Lundberg, ‘‘Some Comments on Jessie Bernard’s ‘The Power of Sci- 
ence,’ ’’ American Sociological Review, X1V (December, 1949), 796. 

21 Karl F. Herzfeld, ‘‘Democracy and the Natural Sciences,”’ Science, Philosophy, 
and Religion, eds. Lyman Bryson and Louis Finkelstein (New York, 1942), p. 24. 

22 Waldemar B. Kaempffert, ‘‘Science, the Machine, and Democracy,’’ Science 
and Man, ed. Ruth Nanda Anshen (New York, 1942), p. 137. 

23 Morris R. Cohen maintains that ‘‘modern science is frequently not as rigorous 
[as science of previous years] in its procedure, but it has greater facilities for co- 
operation in its search. Modern methods of investigation depend upon a vast 
system of learned societies, communications and publications which make the 
results of any man’s research very soon available to all others interested.” (“‘Scien- 
tific Method,’’ Encyclopaedia of the Social Sciences, X (1937), 394.) 

24 Recently expounded by Professor Michael Polanyi in ‘‘The Foundations of 


Freedom in Science,’’ Physical Science and Human Values, ed. E. P. Wigner 
(Princeton, 1947), pp. 124-143. 
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justment of each scientist’s activities to the results achieved 
by the others. Since such mutual adjustment depends on the 
independent decisions of each, its operation requires the com- 
plete freedom of all.”” The main point is that scientific research 
produces its best results when it operates in an atmosphere 
unburdened with external restriction; that as a result of that 
freedom the work of the scientist is automatically communi- 
cated and controlled through such traditional means as publica- 
tions, awarding of grants, and general scientific respect and 
distinction, resulting in a self-imposed system of reward and 
limitation. 

This review of science as a democratic agent cannot be dis- 
missed as mere academic discussion inasmuch as science has 
become the most powerful weapon of modern warfare. ‘“‘The 
scientists of the totalitarian states have therefore become in a 
very real sense the most important and effective exponent for 
the destruction of the democratic way of life, [and therefore] 
the scientists of the democracies have an equal potentiality in 
the saving of it.”’?®> As one scientist puts it: ‘“What [scientific 
method] in the hands of man will produce depends entirely on 
the goals alive in this mankind. Once these goals exist, the 
scientific method furnished means to realize them.’ Under a 
totalitarian system the goals are predetermined and are set by 
political authority with no freedom of choice, and science, satis- 
fying the criterion of utility, must substitute standards ex- 
ternally imposed for its norms. This results in the position of 
science and scientists becoming uncertain.”” On the other hand, 
in a constitutional democratic system, the goals are always 
emergent. Through a viable, democratically constituted sci- 
entific endeavor information, techniques, and data may be 
brought forth to allow the proper decisions to be made. 


CAN ‘‘PLANNED RESEARCH” BE DEMOCRATIC? 
In our last section we discussed the essential neutrality of 


scientific research and the fact that science operating under an 
internally controlled means of communication can furnish the 


25 Caryl P. Haskins, ‘‘Democracy’s Challenge to the Scientist,’’ Science, Philos- 
ophy, and Religion, eds. Lyman Bryson and Louis Finkelstein (New York, 1942), 
2 


p. 2. 
2 Albert Einstein, Out of My Later Years (New York, 1950), p. 113. 
7 Merton, op. cit., p. 305. 
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“scientific spirit’’ to a democracy, and we held out the promise 
that a democratically planned scientific endeavor can aid in 
furnishing information which could assist the people in a 
democracy in choosing between emergent goals and settling upon 
courses of action. During the past decade or so there has been 
an undercurrent of comment among certain groups of writers 
that the only way in which research in the physical sciences 
“can produce” is under a “‘totally-planned”’ scheme, in which 
the essential freedom of choice for the scientific worker would 
be circumscribed. It might be well to pause for a moment and 
examine rather quickly the implication of these proposals. 

At the outset it was insisted that “‘the government should 
undertake research on a new scale for the common good, so that 
science will no longer drift aimlessly as it has drifted in the 


past. . . . Science must be free to think what it pleases, and 
it can be free even though its work is planned and efficiently 
directed. . . . We need an all-embracing plan, organization 


and competent direction.” The case for planning as proposed 
by Dr. Kaempffert contained the justification that planning 
was necessary for the maintenance of the common defense. 
Implicit in all the arguments is the conviction that somehow 
science will be made “more efficient.’”” How this is to be ac- 
complished is not made apparent. It must be remembered that 
most of the assurances that ‘“‘efficiency’’ will be increased 
comes from science writers, reporters and commentators, with 
the contrary view generally being held by active research scien- 
tists and directors. Occasionally, an earlier writer pointed to 
total state subsidization and “‘planning’’ as a model.” There 
has been one noticeable exception among the scientific frater- 
nity. Championed by J. D. Bernal, a school of thinking has 
arisen, dubbed ‘‘Bernalism,” which has “propagandized the 
view that scientific research would be more efficient if it were 
centrally planned by a political authority representing the 
entire community.” Bernal in his book, The Social Function 
of Science,** attempts to prove that over-all, rigid action 


28 Waldemar B. Kaempffert, ‘‘The Case for Planned Research,” American Mer- 
cury, LVII (October, 1943), 445, 447. 


* Cf. Donald Hayworth, ‘‘An Organized Assault on Ignorance,” South Atlantic 
Quarterly, XX XVII (July, 1938), 272. 
- J. Chamberlain, ‘‘Science Versus Planning,”’ Fortune, XXIII (January, 1946), 


a1 J. D. Bernal, The Social Function of Science (London, 1939). 
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‘“‘plans’’ of planned economies, which would also embrace the 
sciences, would be more efficient in terms of net social ad- 
vantage. There have been many counterblasts to Bernal’s 
approach. Polanyi uses the detailed historical approach** which 
demonstrates very forcefully that pure science ‘‘must be guided 
by the system of science,’’ but that applied science may be 
organized. He argues very convincingly that scientific research 
cannot be “‘planned,’’ and that if it were, it would no longer be 
science but something else masquerading under that name. 

Midway between the out-and-out proponents of total plan- 
ning for efficiency and the guild clamor for absolute lack of 
planning (except for provision of grants-in-aid) are the mod- 
erates. Here are the public-spirited science administrators like 
Vannevar Bush who has maintained that appropriate planning 
is a firm prerequisite for national survival; that, in essence, the 
rapidity and decisiveness of modern warfare will not allow the 
deficiencies caused by inadequate scientific preparedness to be 
made up once an initial advantage is gained by an opponent.** 
Allied with Bush are men such as Karl T. Compton and James 
B. Conant. Although opposed to a scientific “‘generalship,”’ 
they nevertheless feel that in the interest of national survival 
adequate thinking must be given to the support of our scien- 
tific research institutions and appropriate planning performed 
concerning the role of research as a national asset. 

Any proposal, especially by the Government, to sponsor 
organized planning for scientific research brings forth a storm 
of protest that the proponents would better science. The prob- 
lem does not become clearer if the answer is routinely given 
that this is merely the anguished cry of any guild when resolu- 
tion of a problem is made along non-guild lines. Freedom of 
science is a very real thing, part of the very fabric of capable 
performance of any research project. A solution is indicated in 
the matter of degree of restriction. In many cases the bound- 
aries of so-called ‘‘plans’’ are very rigid and confining and the 
goals so firmly fixed that the productivity of future research 


32 Michael Polanyi, ‘‘Planning of Science,” Political Quarterly, XVI (October, 
1945), 316-325. 

33 Vannevar Bush, ‘‘Planning.”” (Speech delivered at the Mayo Clinic, Septem- 
ber 26, 1952.) Also note his views as presented by Secretary of War Patterson be- 
fore U. S. Congress, Senate, Cmtee. on Armed Svcs. Research and Development by 
—- and Navy Departments. Hearing, March 12, 1948, on S. 1560, 80th Cong., 

Sess. 
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programs would be seriously impaired; in other cases, mere 
explanation of the role of planning as we understand it would 
remove any concern. 

Dr. John Baker, noted scientist of Oxford University, emo- 
tionally pleads for individuality and freedom in science: “If 
science is left free, incalculable benefits for human welfare . . . 
will accrue as they have accrued in the past; but it would be as 
undesirable to try to force organisation on scientists as on com- 
posers, artists, or choreographers.’’** It is apparent that Dr. 
Baker infers that planning means regimentation and compul- 
sion (which it does not) when he continues: ‘‘There is room for 
all in science. Let the gangsters work always in gangs and 
order one another about and improve whatever it may be that 
they tell one another to improve. . . . Let there be freedom, 
nevertheless, for those who lack the gang instinct but possess 
the insatiable curiosity . . . which is the source of all real 
advance in science, whether pure or applied.’’ Bernal shatters 
this ““counterblast”’ in his reply: 


“The problem is no longer to decide whether science should be 
organised or not, but how to organise it, so as to avoid the confusion 
and obscurity without damaging the freedom of thought and activity 
of the individual worker, on which ultimately everything de- 
pends. . . . The keys to the successful organisation of science are 
freedom and democracy. Nowadays freedom for individual re- 
search means more than the absence of prohibition or even of com- 
pulsion; it implies the provision of adequate material and help.’’*5 


Planning does not mean restriction. As a matter of fact, it 
might mean more freedom to perform a particular program of 
research because adequate consideration has been given to its 
importance for the future. Very few Americans would be dis- 
inclined to feel that planning at the national level per se is 
detrimental. Bernal essentially calls for over-all direction of 
science under a political system of freedom and democracy. 
However, if proponents of planning mean the type of planning 
that exists under totalitarian regimes, the evidence is strong 
that research does suffer when the State sets up value judg- 

34 J. R. Baker, ‘‘Counterblast to Bernalism,” New Statesman and Nation, XVIII 
(July 29, 1939), 18. 


35 J. D. Bernal, “Reply to J. R. Baker,” New Statesman and Nation, XVIII 
(August 5, 1939), 210. 








118 MILTON GREENBERG 


ments, although engineering may prosper for a period of time. 
Basically, there is no incompatibility between retention of our 
democratic values and planning as we see it. Polanyi dis- 
tinguishes between monitorship and control of scientific re- 
search by the professional community and concludes that 
“independence of scientific opinion’’ is the most important 
factor in causing research to thrive.** As has been recently 
pointed out,* 


. some resentment which scientists feel against so-called ‘plan- 
ning’ in science . . . derives from the individualistic fear that 
formally organized authority will be substituted for the informal 
judgments of peers in the control of science.” 


That topic skirts close to the problem of security, which we will 
touch upon later. With such reservations emphasized, we must 
conclude that ‘‘planning”’ does not inherently infer any circum- 
scription of freedom of science, but may provide freedom, in 
fact, to operate more efficiently as a democratic agent. 


SECURITY AND DEFENSE RESEARCH 


By far, the largest utilizer of the scientific resources of the 
Nation is the defense effort.** There have been many ap- 
proaches to the problem of institutional assistance to the Chief 
Executive as well as the Department Executive in planning for 
defense research. The role of such agencies or boards as the 
National Academy of Sciences, the Office of Scientific Research 
and Development, Research and Development Board, and the 
National Science Foundation is beyond the scope of this paper 
and is treated elsewhere. Suffice it to say that, as a matter of 
national policy, there has been an increasing emphasis on 
utilizing scientific research in the defense effort. It is not our 
purpose here to discuss at length the general or ethical issues 
such as whether or not research in the interest of national 
defense is ‘‘proper.’’ To the people at large, the events of the 
past twenty years serve as evidence of efficacy of scientific re- 


% Michael Polanvi, ‘‘The Autonomy of Science,” Scientific Monthly, LX (Feb- 
ruary, 1945), 141-150. 

7 Barber, op. cit., p. 65. 

%U. S. Nitiona! Science Foundation, 2d Annual Report (November, 1952), 
Appendix VII, p. 77. (In fiseal years 1951 and 1952 research and development 
funds administered by the Department of Defense made up over 50% of the 
national total in each year.) 
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search in the solving of military problems. The literature is 
replete with adequate justification, if justification there need 
be.*® Our discussion will center around the planning process in 
national defense research, especially some of the special con- 
siderations that affect a Governmental body undertaking such 
research. 

Within any program dedicated to national defense adequate 
measures have to be taken to safeguard the military resources 
of our country from disclosure to potential enemies. With 
scientific research now considered as part of our military ar- 
senal, national survival dictates that a program of security 
must be established. At the same time, members of the scien- 
tific profession consider secrecy to be extremely destructive to 
scientific advancement.” Their attitude is heightened by any 
program of clearance, well-intentioned though it may be. It is 
in the defense research area that we run across security pro- 
cedures such as compartmentalization of research teams, 
classification of certain research results, and a host of other 
problems which are alleged to be detrimental to the functioning 
of democratic planning. 

One argument against “security” runs along the following 
lines: 


“Potential war absorbs too much of the world’s inquiring brain 
power to please those who desire more expenditures for making the 
world a better place in which to live. . . . In military research . . . 
not only is there no free interchange of information across national 
borders, but . . . it is found necessary to segregate the worker 
from the rest of his colleagues by forbidding mention of his work 
outside his laboratory.’’*! 


All this is by way of indicating that compartmentalization 
contributes to the inefficiency of the scientific program. An- 
other argument emphasizes that the free flow of scientific in- 
formation is a fundamental part of the scientific method, rather 
than a result of the personal, selfish desires of the scientific 
community: 

%® For an up-to-date defense see Vannevar Bush, Modern Arms and Free Men 
(New York, 1949). 

* Fora discussion of the taboo on secrecy in science, see Merton, p. 312. 


41 ‘‘War Research Saps World's Inquiring Brain Power,"’ Science News Letter, 
XXXIV (October 8, 1938), 229. 
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‘The inherent desire among scientists to discuss their work is not a 
mere excuse for bragging. Nor does their unselfish sharing of scien- 
tific information come from any superior traits of character peculiar 
to scientists. The truth is that the pooling of scientific knowledge is 
essential for the work of each individual scientist and for the prog- 
ress of science as a whole.” *” 


Finally, the fear is expressed that as a result of a clearance 
program becoming effective in the defense sector of the re- 
search effort it reaches such proportion through an osmotic 
process as to affect all research: 


“The right to carry out scientific research... is now seriously 
threatened; it is no longer certain that the social institutions whose 
activities constitute what Popper has termed the ‘publicity of sci- 
entific method’ can continue to function freely. Political power, 
sometimes totalitarian in form, sometimes democratic . . . has 
been used to suppress freedom of criticism and freedom of publica- 
tion. . . . There is [also] the tendency of governments. . . to 
make their peace-time grants conditional on terms of secrecy such 
as were considered essential for security purposes in time of war.’’*8 


The problem of clearance provides one good example of the 
factors the Government has to consider when it takes over 
planning in a general field like scientific research. Although the 
particular problem remains unresolved, it appears that it is 
not necessary to have it resolved in black-and-white terms. 
Professor Smyth, a former member of the Atomic Energy 
Commission, commenting on the matter of freedom in science, 
recommends the middle course‘? which we suggest is the most 
prudent to follow. After analyzing the confusion that exists 
in the minds of many scientists between freedom and security, 
he reaches the conclusion that freedom in science is necessary, 
but so is security, and that the two may exist side by side. 

42 Samuel A. Goudsmit, Alsos (New York, 1947), p. 73. Also note Karl T. 
Compton's remarks, made while dedicating new research facilities at a Naval 
Ordnance Laboratory in 1949: ‘‘Unfortunately, secrecy and progress are mutually 
incompatible. This is always true of science, whether for military purposes or 
otherwise. Science flourishes and scientists make progress in an atmosphere of 
free inquiry and free interchange of ideas, with the continued mutual stimulation 
of active minds working in the same or related fields. Any imposition of secrecy in 
science is like application of a brake to progress.’’ (Quoted in Merton, p. 292.) 

43 Robin S. Allan, ‘“‘Science in the Post-War World,” Liberty and Learning, ed. 
Robin S. Allan (Christchurch, 1950), p. 70. 

‘4 Henry D. Smyth, ‘‘The Place of Science in a Free Society,”’ Bulletin of the 
Atomic Scientists, VI (June, 1950), 184. 
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Even if the security restriction is too tightly drawn for certain 
scientists, the situation is mitigated in our society because 
there is no compulsion to work within that framework; em- 
ployment is entirely voluntary. On the other hand, even 
scientists falling in the latter category must surely recognize 
that in a life and death struggle some portion of individual 
freedom must be sacrificed for the common welfare. The 
crucial point is reached in the balancing of the need for secrecy 
against the requirement for freedom both on scientific meth- 
odological grounds and on the grounds of necessity for availabil- 
ity of information in order to have an enlightened society which 
has to resolve alternatives for action. In a constitutional 
democratic society this balance can only be set by the people. 


DEFENSE RESEARCH AND WARFARE 


Closely allied to the previous problem and bearing on the 
planning the Government is undertaking in its defense research 
program is the impact of the personal attitude and viewpoints 
of the research scientists who participate in the program. The 
classical attitude of scientists toward war research is well- 
known. Although, from the time of the ancient Greeks, sci- 
entists have been called upon and have ably assisted in the 
military problems of their country, full-scale scientific support 
has been mustered only in times of gravest emergency.*® Typi- 
cal of a certain attitude among some scientists, Professor Nor- 
bert Wiener publicly refused to furnish the research scientist of 
a Government contractor with information which he had 
previously published.“ This particular incident aroused a 
great public debate, spearheaded by a forum in the American 
Scholar entitled “Should the Scientists Resist Military Intru- 
sion?”’*? Dr. Ridenour in the lead article defends the role of 
the military agencies in their support of scientific research on 
three grounds: First, the armed services ‘‘have an honest and an 
enlightened belief in the importance of fundamental science to 

46 But cf. Morris R. Cohen, “Scientific Method,” Encyclopaedia of the Social 
Sciences, X (1937), p. 395: ‘‘The safety of science depends on the existence of men 
who care more for the justice of their methods than for the value of any results 
obtained by them.” 

“ Norbert Wiener, “‘A Scientist Rebels,”’ Atlantic Monthly, CLXXIX, No. 1 

January, 1947), 47. (His reason for refusal was ‘moral grounds.’’) 


“ Louis N. Ridenour, et al., ‘‘Should the Scientists Resist Military Intrusion?” 
American Scholar, XVI, No. 2 (April, 1947), 213-225. 
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every activity of technological civilization, including war.” 
Second, they admire ‘‘the success of the professional scien- 
tists in their wartime role of weapon designers.’’ And finally, 
they “feel that they are fulfilling a public responsibility in 
supporting disinterested scientific research with federal funds 
during the absence of legislation providing for a civilian agency 
to dispense such aid.’’ He also answers those who feel that 
working for the armed forces is reprehensible, when he says: 
“When war becomes total . . . no useful thing can be accom- 
plished without the risk that it will contribute to the effective 
prosecution of a war, if war there should be.’”’ Vannevar Bush, 
backing Ridenour’s stand, states that “the great point is not 
that there are dangers that research in this country might be 
placed on a false and unwise basis (there have always been such 
dangers) ; the great point is that if we fully recognize them we 
can surely avoid them.’’* 

Heightening the viewpoint expressed by Professor Wiener 
is the general attitude of the scientific fraternity that by its 
very nature military research is separated during peacetime 
from the remainder of science; ‘‘it is consciously directed to- 
wards means of destruction.’’“* There is also the element of 
“internationalism,” or non-national identity, implicitly or 
traditionally existing in the fruits of scientific research, with 
the results becoming part of a world-wide fund of knowledge. 
Generally speaking, during wartime, scientists, like everyone 
else, are willing to give up privileges and sacrifice some of their 
principles. But as Lee DuBridge notes: “‘[Scientists] were will- 
ing to be regimented. . . . [Yet] no other objective, no matter 
how fine it might be, can provide the tremendous emotional 
stimulus to collaborative effort that the war supplied.’’*° 

Intertwined in this question is the entire sweep of involved 
“moral” issues to which this paper is not being addressed. But 
there is a growing consciousness and awareness within the 

48 Cf. James R. Newman, ‘‘Research Policies of the Federal Government,” 
Saving American Capitalism, ed. Seymour E. Harris (New York, 1948), p. 362: 
‘Freedom of science can be destroyed if the military monopolizes science; freedom 
of science wholly vanishes in a military state. But if our social and political democ- 
racy is preserved, state support for science no more endangers its freedom than 
state support of agriculture, let us say, menaces the freedom of the farmer. Un- 
supported, science is a weak thing dependent upon favors and sporadic benefac- 
as al, The Social Function of Science, p. 181. 


50 Lee DuBridge, ‘‘The Large Laboratory in Nuclear Research,’”’ Physical Sci- 
ence and Human Values, ed. E. P. Wigner (Princeton, 1947), pp. 53-54. 
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scientific community as to their increasing social responsibil- 
ities. This does not mean to infer that the “‘discoverer” of a 
scientific truth is being held accountable for the consequences 
of any engine or technique of war he devises; rather it indicates 
that he does enjoy the freedom of choice of participating in 
defense research. Our great wartime science administrators 
generally assert that the problem is not one of ‘‘intrusion,” but 
of searching for the proper environment in which to carry out 
scientific work under varying conditions of war and peace.*! 
We would suggest that sharp dichotomies do not necessarily 
have to exist; that what is needed is moderation; that the 
reservations so vociferously expressed should disappear with 
enlightened management and establishment of the environment 
which enables research to flourish. 


THE EXERCISE OF PUBLIC CONTROL 


Without proper legislative oversight of the planning bu- 
reaucracy, our planning for scientific research cannot fulfill 
the requirements of planning in a constitutional democratic 
government. But, as Conant has said, ‘“‘members of Con- 
gress . . . have become involved in intricate questions which 
in large part turn on judgments about scientific . . . prob- 
lems. There can be no doubt that politics and science, once 
quite separate activities, have become intermeshed, and at 
times the grinding of the gears produces strange and disturbing 
noises.’’®? Congress is not properly equipped to carry out the 
type of oversight outlined by Snyder and Wilson: 


“In the realm of science, it is not enough that a broad program be 
developed to provide direct financial assistance and a coherent 
integrated national science policy. There must be an awareness that 
the expenditure of public funds for research . . . presents an obliga- 
tion. It becomes a responsibility of government to make certain 
that the science it sponsors is utilized on behalf of the nation. Public 
policy must be concerned to guarantee that research projects are 
undert- ken which meet the needs of American society. . . . A mod- 
ern democratic government must [be] able both to distinguish and 
defend the public interest.’’** 

51 For some discussion of this problem see Vannevar Bush, “Kilgore Bill,” 
Science, XCVIII, No. 2531 (December 31, 1943), 571-577. 

52 James B. Conant, “Science and Politics in the Twentieth Century,” Foreign 
Affairs, XXVIII (January, 1950), 189. 


53 Richard C. Snyder and H. Hubert Wilson, ‘‘Science, Technology, and Poli- 
tics,”’ Roots of Political Behavior (New York, 1949), p. 404. 
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Galloway has recently pointed out that Congress is operating 
under a completely anarchic system.** In the situation in which 
it finds itself, Congress has in many cases relinquished its 
proper control to the bureaucracy, with the tendency ‘‘to grant 
a hearing to the scientist alone,’’®® or contrariwise has com- 
pletely ignored technical advice. It seems imperative that a 
thorough reappraisal of the role of legislative oversight and the 
machinery required by Congress to carry out that function is 
urgently needed. 

We also find that public control cannot be complete over the 
programs planned by the scientific research bureaucracy be- 
cause standards of performance are very nebulous. Even in 
the laboratories, where the “‘scientific method”’ is supposed to 
reign supreme, “the activities of scientists ... are shot 
through with value judgments.’’*® In many cases confusion 
reigns in the interpretation of broad public policy, and in some 
instances the only answer that can be given is that there is no 
standard of performance in attacking the unknown. 

And just a word about advisory boards as assistance in ‘‘con- 
trol.”” In many cases, they are the only means for obtaining 
critical data for control purposes, since they bring together in 
one place expertness in broad fields which might be otherwise 
lacking. Also, there are many scientists who refuse employ- 
ment with the Government but are willing to serve in an ad- 
visory capacity. Especially in the physical science disciplines, 
advisory boards tend to consider the broad picture. Of course, 
the caution must always be observed that the advisory boards 
should not become centers of control themselves. 

Finally, the scientific bureaucracy has the problem of mus- 
tering legislative and popular support. It is traditional that 
Congress has always been hostile towards research, especially 
where no immediate results are in view. Appropriate educa- 
tional approaches should be embarked upon in order to en- 
courage Congressional and popular support, upon which, in 
the last analysis, the success of every public program depends. 

54 George B. Galloway, ‘‘Next Steps in Congressional Reform,’’ University of 
Illinois Bulletin, ., No. 31 (December, 1952). 

55 Robert W. King, ‘‘Duty of the Scientist Toward World Peace,” Learning and 


World Peace, eds. Lyman Bryson, et al. (New York, 1948), p. 130. 
56 James B. Conant, Modern Science and Modern Man (New York, 1952), p. 62. 


THE FORMULATION OF ECONOMIC POLICY IN 
POST-WAR FRANCE 


William H. Harbold 


INTRODUCTION 


ATIONAL economic planning has until recently received 
N inadequate attention from political scientists, who seem 
to have assumed that its problems would be met, if at all, by 
students of other disciplines. While planning may justifiably 
be viewed from many perspectives, there remains one which is 
peculiarly within the province of the student of politics and of 
vital interest to him. Concerned as he must be, in these days 
of increasing governmental participation in the economic order, 
with the compatibility of planning with constitutional, demo- 
cratic government, he needs to consider carefully what implica- 
tions for that compatibility may exist in given choices of insti- 
tutional framework and procedures. 

The relationship between effectively planned economic 
development and the preservation of a free political order is one 
of delicate balance. Critical examination of existing planning 
systems will be one of the most effective means of discovering 
the nature of that balance, and therefore the conditions of its 
existence. 

One of the more notable experiences with planning has been 
that of France since World War II. The Monnet Plan, as it 
has come to be known, because it has been an attempt to re- 
invigorate and expand the French economy without the imposi- 
tion of totalitarian controls, should cast into relief some of the 
difficulties of planning in a democracy and possible responses 
to them. In the discussion of the Monnet Plan undertaken here, 
virtually no attention will be given to the economic objectives 
of the program, and relatively little to the specific techniques of 
implementation developed. The primary concern will be, 
rather, with the formation of economic policy, that is, with the 
process of selection of those objectives and of the means of their 
realization. First, the organization and methods of operation of 
the principal planning institutions will be presented, and an 
attempt made to analyze their significance from the orientation 
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indicated above. The role of parliamentary responsibility 
within the planning structure, because of the great importance 
of the topic, will receive separate treatment in the final half 
of the paper. Given the conditions of a brief monograph, it is 
felt that limiting the study to these two related aspects of 
French planning in recent years will best illuminate the central 
problem stated above. 


THE MONNET PLAN: ITS METHODS, ITS SIGNIFICANCE AND ROLE 


The historical development of the Monnet Plan can be 
reasonably divided into two periods. The first, occupying the 
years 1946 and early 1947, was devoted to the elaboration of 
the main lines of the policy to be pursued. This period cul- 
minated in the publication of the Rapport Général sur le Premier 
Plan de Modernisation et d’ Equipement, a document which, by 
setting forth decisive production goals to be attained by 1950, 
gave the misleading impression that the French plan was an all 
encompassing program of government activity for the develop- 
ment of the economy. The second period, from 1947 to the 
present, has been a time of implementation and adaptation. It 
has been far less spectacular, but perhaps more significant, for 
it has been marked by the gradual integration of the planning 
institutions into the normal political and economic framework 
of French life. The pages which follow will be devoted to these 
developments. 

Included in the program of the Resistance movement, which 
was drawn up in North Africa in 1944 and proposed to lay the 
foundation for a renewed France, was the idea of a plan which 
would provide for the rational utilization of resources to im- 
prove the living standard of the people. During the year which 
followed the Liberation attempts were made to carry out this 
program. Among the most important was the creation of a 
Ministry of National Economy, charged with elaborating a 
plan and controlling its execution. These first steps, however, 
proved to be of limited value, as unexpected political opposi- 
tion inhibited the development of a coherent, long-term pro- 
gram.” At the time, government “‘interventionism,” through 

1 See Albert Pasquier, Les Doctrines Sociales en France (Paris: Librairie Générale 


de Droit et de Jurisprudence, 1950), pp. 75ff. 
2? For an interesting but brief study of the vicissitudes in the life of the Ministry 
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the allocation of the many scarce resources, could not be 
avoided, and the absence of coordination and leadership led, 
as would be expected, to contradictory undertakings, to partial 
programs tending to exaggerate the needs of certain sectors 
of the economy at the expense of others, and, in general, to 
waste and inefficiency.* These circumstances, within which 
the Monnet Plan was launched in January, 1946, help to explain 
the special characteristics of its organization, departing as it 
did in significant respects from traditional forms of French 
administration. 

The principal agency of this planning system has been the 
Commissariat Général du Plan; the principal figure, that of the 
Commissioner, Jean Monnet, who has furnished the dynamism 
behind the plan from its inception, as he has also in the case of 
the more recent European Coal and Steel Community. It 
would hardly be possible to speak comprehensively about the 
plan without a note concerning the personality of M. Monnet, 
for as in so many creative activities, the personal element has 
been strong. He is generally acknowledged to be an extremely 
practical man, with a remarkable ability to identify a complex 
problem, reduce it to its essentials, and propose a solution 
which is reasonably adapted to the needs and yet sufficiently 
simple so that it is comprehensible to most people. Some say 
that he tends to oversimplify the problems, and to overlook 
some of the difficulties, but this opinion is most generally held 
by specialists. In any event, once he has formed an idea of a 
problem and what is necessary to meet it, he becomes a deter- 
mined and effective champion of his proposals. 

During the war, from London and Washington, Monnet 
assisted in the coordination of supply operations for the Allies. 
After its end he returned to France, convinced that the im- 
provement of French industrial equipment and methods was a 


of the National Economy, see Gilles Gozard, ‘‘Le Ministére de |'Economie Na- 
tionale,” Productions Francaises, July, 1947, p. 21, and August-September, 1947, 
p. 20. L’Année Politique, 1949, p. 249, discussed the attempt of this Ministry to 
develop a plan in 1945, but indicates that this plan never was effective because the 
Minister was not able to impose his authority on the other economic ministries. 

3 In L’Aube, the organ of the M. R. P., Bernard Esterez, on December 4, 1946, 
greeted the Monnet Plan as a ‘‘coherent and long-term policy,’’ and contrasted it 
with the ‘‘meddling and often ineffective direction of the economy that we have 
known since the Liberation.” See also J. Demasy, ‘‘Les Chances du Plan,’’ 
Productions Frangaises, February, 1947, p. 28. 
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fundamental need, and that it could be accomplished only 
through organized action, through a plan. He proposed this 
idea to General de Gaulle, then President of the Provisional 
Government, and received support. There was, nonetheless, an 
organizational problem to be faced. Should the plan be drawn 
up by a planning group, headed by Monnet, in the Ministry of 
National Economy? Or should he and his staff be given a rela- 
tively free hand, as a more or less independent commission, 
subject only to instructions and later approval by the ministers 
as a group? Due to the ineffectiveness of the Ministry of Na- 
tional Economy, and its tendency to become merely one techni- 
cal ministry among others, it was considered advisable to main- 
tain Monnet’s independence from such specific attachments. 
His work would thus be somewhat removed from partisan pol- 
itics and interministerial disputes, and his recommendations 
would have a better chance for consistency in the midst of the 
flux of French politics.‘ 

The decree which created the Planning Commission on 
January 3, 1946, charged it with the preparation of a “‘general 
plan for the economic modernization and equipment of metro- 
politan France and its overseas territories.’ It stated further 
that the plan was to have as its objectives to develop national 
production and foreign trade, increase labor productivity, as- 
sure full employment, and improve the national standard of 
living. To enable him to accomplish this ambitious mission, the 
Commissioner was given authority to conduct such investiga- 
tions as he deemed useful. The public administrations, as well 
as all organizations conducting a public service, were required 
to furnish him with all information demanded, including any 
production programs currently in effect. In the future, he was 
to be kept informed of all developments which would have an 
effect upon the economic life of the nation, and several organs 
for the collection of economic data were placed at his disposal. 
The Commissioner was to be considered the permanent delegate 
of the President, later the Premier, for all matters concerning 
the development of the plan.°® 

The plan, however, was not to be the work of “irresponsible 

‘ This information from a personal interview with Senator Michel Debré, who 


has been closely associated with General de Gaulle. 
5 Decree no. 46-2, January 3, 1946 (Journal Officiel, January 4). 
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civil servants,” acting in isolation. An attempt was made to 
extend responsibility for the plan in several directions. Above 
the Planning Commission was the Conseil du Plan, the Plan- 
ning Council, to which the Commissioner was to make his 
recommendations. This Council, headed by the President of 
the Provisional Government (after the adoption of the new 
constitution, by the Premier), comprised the various ministers 
charged with economic responsibilities, such as those of na- 
tional economy, finances, industrial production, agriculture, 
foreign affairs, etc. A further step, which kept the Council from 
being simply an interministerial committee, was the addition 
of from twelve to fourteen members from outside the govern- 
ment, to be chosen on the basis of individual competence. 
Despite this latter provision, however, these came in fact to 
be selected as representatives of labor, agricultural and em- 
ployer associations. 

This Council met on three occasions: in March and Novem- 
ber, 1946, and in January, 1947. At the first meeting it con- 
sidered a preliminary outline of the needs of the economy to be 
met through the plan, and approved some general objectives, 
following in this the recommendations of the Commissioner 
almost to the letter. In later sessions it discussed the General 
Report, which embodied those objectives and proposals con- 
cerning their realization, and recommended its adoption by the 
government. It seems fairly clear that the Council was intended 
to be a link between the technicians of the Planning Commission 
and the government, and could have been of great importance. 
Its consideration of M. Monnet’s proposals, however, was not 
very penetrating, and its true significance may well be reduced 
to the expression of an “‘act of faith,’’ as Pierre Ricard, repre- 
sentative of the Conseil National du Patronat Francais (Na- 
tional Employers’ Organization), put it at the final session. 

Far more important was the second of the devices adopted to 
spread responsibility for the plan, and to make it a product of 
all the creative forces of the nation, as those concerned with 
the plan have always liked to say. This was the establishment 
of commissions de modernisation, including representatives of 
the executive departments, and of professional, employer and 
labor associations. These were created, one or more for each 
industry to be considered by the plan, beginning in early 1946. 
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These commissions were, for the most part, technical in their 
competence. Representatives of the Planning Commission 
apart, their members were men who were in close, practical 
contact with the industry concerned, and were chosen, as Rob- 
ert Marjolin, then Monnet’s assistant, put it, in accordance 
with their competence, their professional standing among their 
fellows, and their interest in modernization.*® 

The general view of the significance of these commissions in 
the development of the plan is well indicated by one writer, 
who remarked that it was a real innovation in France, in an 
attempt to discover needs, resources, production possibilities 
and desirable reforms in a given industry, to address first those 
who know these matters directly, the managers, specialists and 
workers, and then to relate the work of these various groups in 
an over-all perspective.’ And M. Marjolin, noting that the 
initial elaboration of the plan, which demanded much work, 
great competence and a large number of collaborators, was done 
not by the Planning Commission, but by the modernization 
commissions, referred to these as ‘‘the core, the mainspring of 
the new machine.’”® 

It remains difficult, however, to bring into sharp focus the 
scope of the responsibility of the modernization commissions. 
While important, their role ought not be exaggerated. Their 
contribution to the plan was pre-eminently technical. They 
were confronted with production objectives determined by the 
Planning Commission, and approved by the Council. Their 
primary problem, and the one to which they generally restricted 
themselves, was the discovery of means of attaining these 
objectives. Consideration of the reports and minutes of the 
meetings of these commissions, however, reveal that this was 

6 R. Marjolin, ‘‘I.e Commissariat Général du Plan,” Cahiers Francais d’ Informa- 
tion, June 1, 1946, p. 17. J. F. Gravier, in ‘‘Le Plan Monnet et le Relévement 
Economique de la France,’”’ La Revue Administrative, January-February, 1950, 
p. 6, notes that the modernization commission for steel comprised seven presidents 
or directors of industrial concerns, three engineers, two representatives of labor 
unions, and three high civil servants, from the ministries of Industrial Production 
and National Economy. A representative of the Bureau.of Industrial Programs 
of the latter ministry was present on all commissions, which assured a measure of 
coordination with existing programs. This bureau was charged with the general 
coordination of state economic direction in 1946, and has continued to fill an 


important role in the implementation of the Monnet Plan to the present. 


7 Jacques Demasy, ‘‘Les Chances du Plan,’”’ Productsons Frangaises, February, 
1947, p. 28. 
8 Marjolin, op. cit. 
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not often considered a restriction. Members of the commissions 
were inclined to consider the objectives as minimal needs, not 
properly subject to revision, and except when necessary for 
technical reasons did not contemplate the nature of the market 
to which their products would be addressed. 

This is not to say that their role was insignificant or their 
problems easy. Production according to objectives at any cost 
was not envisaged. France lacked energy, steel, manpower and 
foreign credits. Thus the primordial task was increased produc- 
tion with the greatest possible economy of these items. To 
resolve these difficulties called for technical skill of the highest 
order, a realistic appraisal of possibilities, and a good deal of 
resolution. 

The last characteristic, resolution, was a factor of extreme 
importance, for the greater part of French industry before the 
war was tradition-ridden and thoroughly cartelized. This 
represents an attitude and an order which do not easily change. 
Organized to protect the least efficient and to maintain high 
prices, often at the cost of reduced production, the trade and 
industrial associations guarded obsolete techniques and or- 
ganizations behind high tariff barriers and cartel quotas. But 
any considerable increase in efficiency required the abolition of 
this attitude, the installation of new equipment, and, often, 
the fundamental reorganization of the industry. Any pro- 
posals they could make, any influence they could bring to bear 
to meet these problems, would be vital to the realization of 
the plan. 

The task of the modernization commissions, then, was to 
collect and analyze data, recommend to the various industries 
techniques to improve production and productivity, and pro- 
pose to the government steps that it might take to aid them in 
that development. Some of the commissions, particularly those 
in the basic industries of energy, steel, transportation and 
cement, on which the plan concentrated, were quite successful 
in this, issuing in their reports practical programs which could 
be followed by the interested industries and by government 
agencies. 

Nevertheless it is to the Planning Commission we must turn 
if we are to understand the plan, for it was the source of the 
orientation to be given to the French economy. The Commis- 
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sion itself comprised only a relatively small number of men, 
approximately thirty-five chargés de mission—economists, 
statisticians, industrial engineers. During 1946 most of them 
were fully engaged in their duties as members, sometimes as 
rapporteurs, or as secretaries, of the modernization commis- 
sions. Their function, as expressed by M. Marjolin, was to 
assist the other administrations develop their projects, and to 
aid in their execution. In addition to this, the Planning Com- 
mission had a task of coordination, to assure that the various 
programs of the modernization commissions were comple- 
mentary, and that the total resources they called for did not 
exceed those available.’ 

Reference to the deliberations of the modernization commis- 
sion for the steel industry leads to adding several points to 
those made by M. Marjolin. During the many sessions of this 
commission, the representatives of the Planning Commission 
were participating actively and positively at all stages of the 
discussions. They called the attention of the commission to 
special problems, which members had not brought up by them- 
selves; they called the discussion to the point when it seemed 
to be drifting into fields in which the views of the commission 
would not usefully be stated; and, in general, tried to serve as a 
catalyst. Often, in this commission, Etienne Hirsch, Planning 
Commissioner since the autumn of 1952, pressed the group to 
make decisions and choices which it was reluctant to make be- 
cause the way was not technically clear, but which it was evi- 
dent no one else could make more adequately. 

Furthermore, it must be recalled that the representatives of 
the Planning Commission were spokesmen for the basic objec- 
tives set forth at the first meeting of each of these commissions. 
For these objectives the Planning Commission alone was re- 
sponsible, except as approval through unofficial contacts with 
members of the government, and the rather pro forma accept- 
ance of them by the Planning Council may be said to attenuate 
that responsibility. Very little has been said or written about 
how or why the particular framework of objectives embodied in 
the General Report was selected. All that the writer has been 
able to discover seems to indicate an informal decision by M. 
Monnet and some few collaborators, based upon a thoroughly 

® Marjolin, op. cit. 
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pragmatic perspective. One member of the Commission has 
noted that, “In 1946 the technicians who elaborated the first 
version of the plan drew from the last World War the lesson 
that the strength of a nation is a function of its industrial 
activity, of its consumption of steel and energy.’ These 
activities were then given priority in the development of the 
program. And Raymond Aron has called attention to the 
virtually universal acceptance of the program of the Monnet 
Plan in the first years, observing that it was based upon a 
“confusion”’ between the necessity of investments, which he 
considered valid, and the particular objectives of the Monnet 
Plan, to him only one of the possible translations of that neces- 
sity.'! This confusion, if it be so, was undoubtedly shared with 
the public and the government by the members of the Planning 
Commission themselves. 

This last observation, however, brings us to the next point 
to be discussed. While it may be noted that the participation 
of representatives of private industry in the modernization 
commissions tended to result in those industries to some extent 
following the programs of the plan, and that this is an impor- 
tant aspect of the Monnet Plan, we are here primarily con- 
cerned with planning as an expression of public policy. In this 
respect, attention must be called to the fact that the Rapport 
Général was not, as produced by the Planning Commission, or 
even as approved by the Planning Council, an official declara- 
tion of public policy. Further governmental action was neces- 
sary. 

This further action was forthcoming, but its significance 
remains ambiguous. On January 14, 1947, according to numer- 
ous reports, the plan was discussed by the Council of Ministers, 
and adopted. To Leon Blum, then Premier, the meaning of this 
action was probably clear. In a radio address a few days 
earlier he had said that, ‘In the task of economic reconstruc- 
tion, to which the government is trying at the present to con- 
tribute what it should, the plan is not only the coordinating 
part, but probably the essential piece.’’!* Yet it is not certain 

10 Gravier, op. cit. 

11 Raymond Aron, “Entre Libéralisme et Dirigisme,’’ Industrie (Revue de la 


Fédération des Industries Belges), February, 1949, p. 74. 
12 Cited in Le Monde, January 9, 1947. 











134 WILLIAM H. HARBOLD 


that all the members of his government shared these views, 
and even less so that governments which were to follow did so. 
This ‘‘adoption”’ of the plan has never specifically been re- 
versed, and the Planning Commission has been continued to 
the present day as the agency charged with the coordination of 
government economic policy, the ‘‘execution”’ of the plan, but 
the role of the original plan throughout the past six years has 
been extremely limited. Its general orientation has remained in 
effect, for the simple reason that voices raised against it have 
been few and weak, but its concrete provisions have been modi- 
fied so drastically under pressure of diverse circumstances that 
some have concluded that the Monnet Plan is dead. 

This judgment is too sharply drawn, and can be based only 
upon a misunderstanding of the significance of the Monnet 
Plan, at least, upon what has become its significance, for it 
must be admitted that it was essentially ambiguous at the 
beginning. The General Report of January, 1947, in its section 
dealing with the application of the plan, set forth a point of 
view to satisfy all hues of political and economic thinking, 
almost any perspective on the nature of the plan. ‘‘For the 
application of the plan,” wrote the Commission at this time, 
“it is necessary to provide methods of execution which vary 
according to the sectors of the economy, methods which, none- 
theless, all need to be inspired by the principle that moderniza- 
tion is a duty for all the activities of the country, and that our 
limited resources . . . ought to be used with priority for the 
execution of the plan. 

“These methods should, while instituting the necessary 
discipline, favor creative initiative in all sectors, and maintain 
for private enterprise, the legitimate profits and risk which 
constitute their driving force and indispensable sanction.’’! 
We have thus the necessity of discipline and priorities, on the 
one hand, and creative initiative, risk and profit on the other. 
The task was to render them compatible, and it must be ad- 
mitted to be a difficult one. 

Yet it must be noted that, despite a few words on the subject 
of discipline and priorities, and on the advantage for the plan 


13 Among these, Bernard Chenot, Organisation Economique de l’Etat (Paris: 
Librairie Dalloz, 1951), p. 500. 

14 Presidence du Conseil, Commissariat Général du Plan, Rapport Général sur le 
Premier Plan de Modernisation et d’ Equipement, November, 1946, p. 102. 
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of the earlier nationalizations of such industries as coal, elec- 
tricity and railways, the Planning Commission committed it- 
self primarily to a spirit of cooperation. The objective was the 
modernization of French industry: the means would have to be 
adapted to circumstances, and could be developed independ- 
ently of dogmas, socialist or liberal.*® 

If it was possible thus to dispose of particular methods of 
implementation, what is to be said about the more concrete 
goals of production, the system of which made up the General 
Report? The reply to this question was given quite specifically 
by Jacques René Rabier, chef de cabinet of M. Monnet through- 
out this period. In 1948, recognizing that the production goals 
were not to be realized, he wrote that “‘the authors of the plan 
themselves, who have often been accused of systematic op- 
timism, have never concealed that the essential of their work 
rested less in the fact that a certain objective be attained or a 
certain prediction realized 100 per cent. within a given time, 
but in the method of working together, uniting in concrete 
tasks the various administrations, experts and _ professional 
groups concerned and in the spirit which ruled over their ac- 
complishment.’’ 

It would then be a mistake to confuse the material of the 
General Report with the Monnet Plan. That report was an 
ideal statement of needs, was intended as a stimulant. What- 
ever its limitations as a guide to governmental policy may have 
been, or even as a guide to individual businessmen, because of 
its exaggerations, it did project in sharp relief the nature of the 
challenge, and the general lines of the effort which could be 
taken to meet that challenge. As an educational device it has 
had considerable effect, and when combined with the unflagging 
energy of the Planning Commission staff to propagate its ideas, 
both directly and through the men who participated in the 
work of the modernization commissions, it has done much to 
weaken the hold of traditional industrial methods and Malthu- 
sian economics in the French structure. This accomplishment 
is recognized and appreciated even by many opponents of other 
aspects of the Monnet Plan.” 


18 See G. H. Gorse, ‘‘Que reste-t-il du Plan Monnet,” Revue de Défense Nationale, 
July, 1950, p. 12. 

16 J. R. Rabier, ‘‘Plan Monnet et Plan Marshall,” Esprit, April, 1948, p. 583. 

Cf. Raymond Aron, op. cit. 
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But even beyond this, the Monnet Plan has been a method 
rather than a set of objectives. It has been a new orientation in 
French economic policy, involving new institutions and new 
methods of approach to the problems of government interven- 
tion in economic affairs. It has attempted to establish this 
intervention on the basis of intelligent and coordinated activity. 
This was the significance of the modernization commissions, 
and of the working parties which have replaced them since 
1947, which have striven for understanding and cooperation 
between men of industry, including workers, technicians and 
employers, and those of government administrations. This is 
also the significance of the developments in the collection of 
economic and social information that have been made in France 
during the last six years, and for which the Monnet Plan is 
largely responsible. 

To understand how the Planning Commission has accom- 
plished this work we need to turn to the period since January, 
1947. It has been noted above that the government at this 
time ‘‘adopted”’ the plan. A decree also continued the Planning 
Commission, charging it with the supervision of the execution 
of the plan. The Planning Commissioner was to propose to 
the government annual programs of production, allocation of 
essential materials, reconstruction, investment and foreign 
trade. These were to be prepared within the framework indi- 
cated by the General Report, and within the limits of available 
resources. He was to report to the proper minister, or to the 
Cabinet, any factors which might interfere with the realization 
of the plan. All decisions taken by operating agencies which 
would affect its execution were to be made in agreement with 
the Planning Commissioner, who for this purpose was to be 
considered the permanent delegate of the Premier. Reports 
were to be made public, every six months, indicating the 
progress being made." 

The Planning Commission was thus given quite broad 
responsibilities, and had to adapt itself to a new role, one of 
continuing administration and coordination, rather than the 
spectacular elaboration of a program, as had been its task in 
1946. It became a center of economic research for all matters 
relating to the plan. The Commission had representatives on 

18 Decree no. 47-119, January 16, 1947 (Journal Officiel, January 17). 
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policy forming committees in most of the executive agencies, 
as well as on many important interministerial committees.” 
Through these committees, as well as through other more in- 
formal contacts with the operating agencies, charged with 
day-to-day direction of state activities, the Commission car- 
ried on its function of suggestion and coordination. 

A major field of operation of the Planning Commission has 
been in the preparation of the investment budget of the state. 
This task became one of increasing importance each year, as 
rationing and other similar controls were relaxed, and financial 
controls tightened. After 1948 these latter were those primarily 
depended upon in state regulation of economic activity. The 
investment budget was of particular significance for the basic 
sector, which formed the heart of the Monnet Plan. Not only 
were important parts of this sector nationalized, but also their 
investment programs were far too expensive to be financed out 
of profits or private loans. 

Under these conditions only two possibilities remained if sup- 
plies of these key resources (coal, electricity, steel, cement, 
agricultural machinery and transportation) were to be devel- 
oped rapidly: the use of bank credits, or government loans or 
grants. The former was utilized heavily in 1947, but because 
of its inflationary potential, has since been increasingly reserved 
for small grants to individual firms in other than the basic 
sector. When Marshall Plan aid became available, the counter- 
part fund was turned to the realization of the plan through 

1” Most important among these, the National Credit Council, and the Invest- 
ment Committee (Commission des Investissements). The latter, in particular, 
should be noted. Created in 1948 by decree (no. 48-964, June 10, 1948), and pre- 
sided by the Minister of Finances, with the Secretary of State for Economic Af- 
fairs, this committee includes among its members the Planning Commissioner, the 
governor of the Bank of France, the Treasury Director, the Budget Director, and 
the Director of the Bureau of Economic Programs. According to a publication of 
the Finance Ministry, ‘‘The Investment Committee has received as its task the 
evaluation of the totality of financial undertakings of the State, and, in addition, 
of the economic and financial effects of investment decisions by private persons. It 
chooses among the programs proposed, the expenditures most productive from an 
economic point of view, and those which risk least to overcharge public finances, 
directly or indirectly.” (Ministére des Finances, ‘‘Les Investissements et leur 
Financement en 1947 et 1948,”’ Statistiques et Etudes Financiéres, September, 1949, 
p. 679.) Decisions of this co...zmittee determine the nature and generally the detail 
of the government's investment budget as proposed to the Parliament. Since it 
also possesses authority to control the financial market, it is able to exercise con- 
siderable control over private investments. Decisions are based upon preparatory 


work by specialized committees, which have been constantly in close relationship 
with the Planning Commission, even to the extent of an overlapping of personnel. 
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loans. Thus American aid not only attacked the problem of 
foreign exchange shortages, but also internal financial difficul- 
ties. 

Minimum programs of investment to be financed with public 
funds were drawn up each year by the Planning Commission, 
based upon requests from various industries, particularly in 
the basic sector, and upon the relationship of their proposals 
to the objectives of the plan. However these programs were not 
usually maintained by the government, but were reduced before 
presentation to the Parliament. The recommendations of the 
Planning Commission proved to be only one of the factors 
which have entered into the establishment of investment 
budgets in France since 1946. Among those others, the most 
important has been the necessity of a continued struggle against 
inflation, in which the various governments have not always 
seen eye to eye with the Planning Commission. Another, but 
related, has been the impossibility of tax increases and fiscal 
reform, which has brought down many a ministry, while loans 
proved steadily harder to attract. 

When Marshall Plan aid came to the rescue of the French 
budget there was always the temptation to use a large part of 
the funds available to import consumer goods to increase their 
supply, and thus act against further price rises. Finally, many 
other objectives competed with capital investments, and other 
measures to further the realization of the plan, for public funds. 
Among these the most important has been reconstruction, 
which constantly threatened to absorb more than the plan 
allotted it. More recently it has been military expenditures 
which have strained the finances of the country. The net result 
has been that investments realized under the plan have been 
much less than the planners hoped for at any time, actually less 
than fifty per cent of those projected in the General Report, and 
even considerably reduced from all revised programs.” 

These last few paragraphs should indicate that the role of the 
plan, or of the Commission, cannot be set forth in unambiguous 
terms. Its importance and effectiveness have fluctuated, and 
have generally been less than might have been anticipated. It is 

See Journal Officiel, Avis et Rapports du Conseil Economique, 1951, no. 1, 


esp. pp. 12-13. A special report on the plan by the Economic Council, it tends, 
however, to exaggerate its failures. 
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tempting to compare the Commission with the National Re- 
sources Planning Board, or with the President’s Council of 
Economic Advisers in the United States. Yet it has been more 
than these—a real force in France since 1946. Even the oppo- 
nents of the Monnet Plan, and many of any form of planning, 
recognize that it has left its mark on the French economy. It 
has spread the concept of modernization and efficiency, and 
can point to a remarkable increase in French production, and 
to a less startling but still real increase in productivity which 
probably would not have occurred apart from the organization 
and direction the plan has given the economy.”! 

But it is important to realize that it has done this without 
any executive authority in its own hands. The Commission 
has recommended, but the government, the politically responsi- 
ble ministers, have acted, to the extent action was taken. 
“Great influence and limited attributions—such is the paradox 
of the Planning Commission,’”’ M. Rabier told a young manage- 
ment association recently.2* The force of its ideas combined 
with the capacity and devotion of its men, and most of all of 
Jean Monnet himself, have succeeded in prevailing over tradi- 
tionalism, partisan politics, inadequate parliamentary and 
administrative organization, individual rivalries and short 
range humanitarianism sufficiently to realize a significant part 
of the plan’s objectives. It has served to stimulate action, and 
then it has attempted to coordinate that action. However 
limited its legal powers, and however small may seem to be its 
accomplishments when compared with its aspirations, it is 
necessary to recognize that it has served as a focal point in the 
formulation and execution of French economic policy, an area 
of relative stability in the midst of political fluctuations. 

21 According to Professor Francois Perroux, no particular friend of the Monnet 
Plan, the elements of stability in economic policy that France has known since the 
Liberation are due to it. He wrote that ‘‘if the nationalized sector has never been 
the object of a coherent policy, the basic sectors of the nation have been submitted 
to an economic policy determined by the collaboration of the Planning Commis- 
sion, the ministries and the Parliament. It is not advisable to look for the national- 
izations where one might believe them to be. The Planning Commission will be, 
for the future historian, . . . a privileged occasion to study the formation and 
the exercise of economic power in a democracy.”’ (‘‘Le Plan et l’Avenir Economi- 
que de la France,” Banque, April, 1950, p. 202.) 


22 J. R. Rabier, ‘‘Réflexions autour du Plan Monnet,” Jeune Patron, December, 
1951, p. 33. 
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PARLIAMENTARY RESPONSIBILITY 


The second major theme of this paper, as has been indicated, 
is the role of parliamentary responsibility in the evolution of the 
Monnet Plan. It is certainly a matter of some consequence that 
this discussion thus far has been carried out with virtually no 
mention of the French National Assembly. Yet this has not 
been the result of a special orientation. The Monnet Plan has, 
in effect, been developed entirely, and largely implemented, 
apart from legislative sanction. It has been almost completely 
an executive creation. To the extent that the government has 
sought to add a representative character to the planning insti- 
tutions, it has been through the establishment of the Planning 
Council, or the modernization commissions, which have not, 
for the most part, fallen within the normal constitutional repre- 
sentative institutions of the country. 

The situation is not without peculiar interest, for France has 
long been viewed as a nation in which something approaching 
government by assembly has been pronounced. Historically 
and currently its governments have been marked by two char- 
acteristics: on the one hand, weak ministries, seldom able to 
pursue constructive, coherent policies on their own initiative; 
on the other, permanent legislative committees which have 
come dangerously close to acting as executive agencies as well. 
It is doubtful if the few changes made by the 1946 constitution 
have altered this structure in favor of a better balance between 
executive and legislature. Some are of the opinion that govern- 
ment by assembly is even more pronounced under the new 
constitution.”* 

Yet we remain confronted by the fact that one of the most 
important policies developed in France since the war has been a 
matter of executive initiative, and has been carried out, more 
or less, by executive action. The Parliament has had the oppor- 
tunity to approve certain techniques of action which were 
needed to implement the plan, and, most important, certain 
aspects of the plan at the examination of the budget, but never 
the objectives as a whole and the orientation of the economy 
which they implied. Never has the National Assembly or the 


23 Cf. J. Théry, Le Gouvernement de la Quatridme République (Paris: Librairie 
Générale de Droit et de Jurisprudence, 1949). 
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Council of the Republic debated the issues of the nature and 
significance of the plan. 

This question did not fail to arouse early attention. One 
writer in early 1947 wondered “‘if the plan did not encroach 
upon the competence of the legislative power. Certainly the 
development of the plan depends upon a governmental decision, 
but it is necessary to regret, nonetheless, the mysterious at- 
mosphere which, during 1946, surrounded its elaboration.’’** 

This was not necessarily the idea of the Planning Commis- 
sion, which has long desired that the Parliament should be 
fully acquainted with the plan, and that it should discuss and 
approve it. Nor was it necessarily a deliberate choice of the 
government. 

Raymond Aron has observed that the plan, although adopted 
by all successive governments, has never really been discussed 
even by them. “Enthusiasm was at first general,’’ he wrote. 
“From the President of the Republic down to the most minor 
journalist, everyone repeated that the realization of the Monnet 
Plan was the condition of French recovery. . . . Agreement 
was so evident that the plan was never made the subject in the 
National Assembly either of a vote, or even of a discussion of 
principle.”’*® 

In March, 1947, at the time of the debate on the investments 
which the state was to finance in 1947, Felix Gouin, Minister 
of State in charge of the plan, replied to some questions raised 
by deputies concerning it. He discussed its nature briefly, and 
said to the group that, “I can assert to this Assembly that it 
will not be placed, as some colleagues have expressed the fear, 
before a fait accompli as concerns the decisive objectives of the 
plan.”’* He assured the Assembly that the government would 
institute a full debate on the plan when the deputies demanded 
it, for he believed that such a debate would be profitable both 
to the government and to the plan. 

With this expression of the attitude of the government, it is 
somewhat difficult to understand why the plan was not debated 

24 Raoul Crespin, ‘‘Le Plan Monnet,” in the ‘‘Chronique Economique,” Chris- 
tianisme Sociale, March, 1947, p. 141. It should be noted that this refers to 1946; 
full publicity was given thereafter. 

25 R. Aron, op. cit. 


2 Journal Officiel, Débats Parlementaires, Assemblée Nationale, March 5, 1947, 
p. 668. 
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in the Assembly. The answer must undoubtedly vary in time. 
At this period there seemed to be a feeling that it simply was 
not necessary, and neither the Assembly nor the government 
was willing to take the initiative. Later the government proved 
reluctant to commit itself, to ‘‘freeze’’ programs by legislative 
decision, and to this it will be necessary to return below. 

The first step by members of the National Assembly to ob- 
tain the full debate of the plan, promised by M. Gouin, was 
taken in June, 1947, by a number of deputies from the M.R.P. 
They introduced in the legislature a private bill requiring the 
government to submit each year to the Parliament its general 
directives of economic policy, including any plan and any 
modifications of it, and insisted that these should not be placed 
in effect without prior approval by the Parliament.” However 
this proposal died in the Assembly’s committee on economic 
affairs. 

The following year, however, the Assembly seemed to be- 
come more aware of the limitations on its control over the 
economic policy of the government, and for the first time as- 
serted its role. Upon the proposal of Francis Leenhardt, 
socialist chairman of the economic affairs committee, the 
deputies added to a government bill concerning general eco- 
nomic and financial matters, an article which demanded that 
the government submit the modernization and equipment plan 
to the Parliament, the Economic Council, and to the Assembly 
of the French Union, before the beginning of 1949.*8 

M. Leenhardt, in his remarks before the Assembly concerning 
his amendment, observed that it had been twenty months since 
the Planning Council had accepted the plan. He noted the 
importance of the plan in the development of the economy, in 
the obtaining of American aid, and in French participation in 
European organization. It was important, according to M. 
Leenhardt, that the plan receive parliamentary sanction, ‘‘in 
order to give enterprises concerned with the plan assurance as 
to the objectives which command the orientation and the 
rhythm of their activity.’’ He indicated that only approval by 
the legislature could give this assurance, without which ‘“‘we 

7 Journal Officiel, Documents Parlementaires, Assemblée Nationale, 1947, An- 


nexe no. 1637, p. 1299. 
23 Law no. 48-1268, August 17, 1948 (Journal Officiel, August 18). 
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live in a period of uncertainty, of sudden crises, of provisional 
activity, while we ought to be mobilizing all of our energies.” 

There was no debate on this proposal. It was accepted as 
reasonable by all, including the Premier of the period, Andre 
Marie, and the finance committee. Despite this auspicious 
beginning, however, it was to be followed by no effect whatso- 
ever. Nor did a reiteration of the demand,* accompanied by 
numerous criticisms of the government’s action,*! at the time 
of the debate on the investment budget in 1949, lead to the 
presentation of the plan as a total framework of economic ob- 
jectives to be pursued, and to which the Parliament was asked 
specifically to give its approval. 

Why did the government not submit the plan to the Assem- 
bly? One answer was given by M. Maurice-Petsche, the Minis- 
ter of Finance, who said that it was necessary to await the 
result of the attempt of the O.E.E.C. to balance the various 
plans of the cooperating nations, before considering the Monnet 
Plan sufficiently settled to do so.*® The years 1948 and early 
1949 were, it must be recalled, a period of considerable revision 
of the economic programs of Marshall Plan countries. This 
thoroughly logical answer brought forth an equally logical reply 
from a deputy, Jean Catrice, which points up the problems of 
national planning in an age of international interdependence. 
To M. Catrice, it seemed then unlikely that the plan would 
ever be presented, for international negotiations were likely to 
continue throughout the planning period. For himself, he 
rejected the argument, and accused the government of hesita- 
tion, a reluctance to face reality, which was rapidly becoming 
incoherence. ** 


2 Journal Officiel, Débats Parlementaires, Assemblée Nationale, 1948, p. 5620. 

%® Law no. 49-482, April 8, 1949 (Journal Officiel, April 10). 

31 Journal Officiel, Débats Parlementaires, Assemblée Nationale, 1949, pp. 936ff. 

82 Tbid., p. 1058. In the finance law for 1940, the National Assembly repeated its 
demand that the plan be submitted to it. (Law no. 50-135, January 31, 1950, 
article 5.) The reception of this demand was indicated in the third report of the 
Investment Committee. Referring to this article, the committee wrote: “‘Inter- 
preted generally, this text leads to the development of a second modernization 
plan, destined to take up after the plan now being realized. The question has been 
examined during the sessions of the Investment Committee. The Planning Com- 
missioner felt that so many unknowns existed in relation to economic evolution 
during the next few years that it would be dangerous to crystalize the directives, 
which could be elaborated at present, for the next five years by giving them the 
force of law. This opinion has been shared by the committee. . .’’ (Ministére des 
Finances, Troisiéme Rapport de la Commission des Investissements, 1950, p. 52.) 
33 Journal Officiel, Débats Parlementaires, Assemblée Nationale, 1949, p. 1102. 
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Additional reasons have been noted by a professor of law, 
Jean Rivero, who was at this period associated with the Plan- 
ning Commission. In an article written for Droit Social, in a 
special supplement devoted to the plan, Professor Rivero ob- 
served that at the end of 1948, and in 1949, efforts were being 
made to find a legal framework within which the plan could be 
presented to the Parliament. At the same time, however, rapid 
strides were being made toward the realization of its objectives. 
The latter activity progressed more effectively than the former, 
and it soon became evident, according to M. Rivero, that the 
demand of the Assembly could not be met as stated.** 

One of the reasons for this, although not the most determin- 
ing, was very significant, for it applied to the very root of the 
problem. The attempts to develop a legal framework for the 
presentation of the plan to the Parliament required extensive 
preparatory studies, and as these studies progressed, their 
authors became more fully conscious of the original nature 
of the plan. It appeared increasingly to them ‘‘as comprising 
more than planning properly speaking, an instrument for col- 
lective action.” Since the method of a cooperative economy 
had proved its value, they were compelled to ask themselves, 
would it not have been contrary to the general spirit of the 
undertaking to make it more rigid through legal sanction? 

The second reason, which accounts for the abandoning of 
the projets de loi which were in mind, was more immediately 
determining. On the one hand, the full calendar of the Parlia- 
ment would not permit the long debate which would have been 
necessary, given the complexities of the problems involved. On 
the other, ‘The realization of the plan was no longer a project, 
but already, to a large degree, an accomplished fact. . . . Un- 
der these conditions it would have been a bit ironic to have the 
Parliament vote a plan already half realized. . . . Its author- 
ity would not have gained thereby.” 

Furthermore, from the perspectives of the accomplishments 
of the plan, it would not only be difficult to discover the proper 


This point of view has since virtually become a matter of daily conversation in 
France, and is undoubtedly true, but it is questionable whether the gov ernment is 
any more responsible for the condition than the Assembly itself, as the minis- 
terial crises of the last two years seem to indicate. 

% Jean Rivero, ‘‘Le Probléme Juridique,’’ Collection Droit Social, Fascicule 
XXVI, March, 1950, p. 11. 
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legal framework to be given the plan by the legislature, but 
it had proved under the circumstances, unnecessary. Because 
of its particular characteristics, its reliance upon suggestion 
and cooperation rather than on command and coercion, the 
Monnet Plan had proved, over three years, capable of being 
applied without special legislative sanction of its objectives and 
methods of execution. The effort, thus, which the elaboration 
of a legal framework would have required did not have any 
practical justification.** 

Thus for numerous reasons, the general objectives of French 
economic policy have never been directly adopted by the legis- 
lature. What role, then, has the Parliament played in the 
development of this policy? Has the legislature had anything 
to do with it? The answer is clearly yes, although not as much 
as might be assumed ideal from the perspective of parliamen- 
tary government. 

The plan was discussed in some degree by the Parliament 
each year in connection with the budget, particularly that part 
of the budget dealing with reconstruction and investment. At 
the beginning, however, this proved to be a very inadequate 
means of considering the plan, and this for several reasons. 
The rapporteur général of the finance committee of the Assem- 
bly, Charles Barangé, indicated clearly one of the difficulties 
in his report to the deputies in 1947. He complained that “to 
recognize the terms of the plan in the midst of all the chapters, 
to separate its recommendations from the totality of the project 
which has been submitted to us, exceeds the capacities . . . of 
an experienced finance committee and of an attentive Assem- 
bly.’ 

However this would be but a minor inconvenience, and the 
inadequacy of the budget debate went deeper. Its very terms 
of reference were limited. Included in this budget were those 
items of investment to be financed directly by the government, 
such as agricultural subsidies for many purposes, and the 
development of the national railway system, but it did not 


%5 This should not be taken as indicating that M. Rivero thought unimportant 
Parliamentary consideration of the plan. To the contrary, in his opinion, even 
if the plan had not required public funds for its implementation legisiative ap- 
proval should not be by-passed. His suggestions for the resolution of this problem 
will be considered below. 

% Journal Officiel, Débats Parlementaires, Assemblée Nationale, March 5, 1947, 
p. 629. 
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include investments to be realized by other means. Thus were 
excluded such vitally important objects as electricity and coal 
production, which were eventually financed in 1947 through 
bank credits, over which the Parliament had at the time no 
control. Many of the most significant aspects of the Monnet 
Plan were not properly under consideration. 

It should be remarked, however, that the Assembly did not 
entirely restrict itself to the terms of the budget in its debate. 
Numerous speakers gave their attention to the plan more 
broadly, criticized it for what they deemed its insufficiencies, 
while others indicated disapproval of the budgetary proposals 
for what they felt to be incompatibility with the objectives of 
the plan. Thus did one representative of the committee on 
economic affairs report that M. Monnet had been heard by that 
committee concerning the budget. He noted also that the 
committee had expressed to him its concern that other indus- 
tries were being too much sacrificed to the basic sector, but 
that it had been sufficiently reassured that this was not so. 

Nonetheless, the inadequacy of this parliamentary control 
was recognized by all, and in succeeding years considerable 
improvement has been made. In the budget for 1948 some 
significant items of investment policy under the plan were 
added to the government bill which the Parliament was to con- 
sider. Of particular importance here were the investment 
programs of the nationalized industries, coal and electricity. 
Yet the government, in asking the Parliament to establish the 
level of maximum expenditures for these industries, did not 
offer much assistance to permit them to come to an intelligent 
conclusion. M. Barangé complained in his report that the 
finance committee considered it hardly acceptable that the 
government should not give “at least a summary justification 
of the goal it proposed to attain, the means it proposed to apply 
to those expenditures, or how soon it expected to carry them 
out." 

The finance committee noted that in programs of this type 
the Assembly was, when it approved these immediate expendi- 
tures, in danger of engaging itself for the future as well, or else 
of being later compelled to cut off uncompleted work. It should 


37 Journal Officiel, Documents Parlementaires, Assemblée Nationale, 1947, Annexe 
no. 3335, p. 151. 
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not do this with its eyes closed. For this reason M. Barangé 
proposed that in the future new undertakings should receive 
the prior approval of the Assembly. This proposal was adopted 
by the deputies, and by the government, and became part of 
the finance law for 1948. 

According to the provision adopted, all programs of the 
nationalized industries, involving new undertakings, must 
receive legislative approval, not only when demand is made for 
public funds, but even if a private loan is envisaged for their 
financing. In support of these requests, there must be indi- 
cated the amount of any authorization previously accorded, the 
level of completion of related undertakings and of the expendi- 
tures necessary to complete them, the reasons for the authoriza- 
tions solicited, and the probable term of all expenses involved.® 
While compliance with this requirement might at times prove 
difficult, it undoubtedly represented a considerable advance for 
parliamentary control of the execution of the plan. 

Furthermore, the budgets, as proposed by the government, 
steadily improved in their organization, and in the materials 
included. In regard to the investment proposals for 1949, 
René Pleven, acting as special rapporteur for the finance com- 
mittee, was able to observe that the government bill “‘marks an 
important step in the re-establishment of the essential parlia- 
mentary prerogative of control of the expenditures of the state 
and of its dependent organizations.”’ For the first time since the 
plan was placed in effect by the government in January, 1947, a 
complete project, dealing with the major part of the public 
charges concerning reconstruction and the equipment of the 
economy, was placed before the Assembly. 

While the committee was willing to give recognition to the 
government for the progress that had been made, however, it 
was not completely satisfied. M. Pleven noted that a signif- 
icant part of the investment expenditures were still to be found 
outside the investment budget, and parliamentary control to 
that extent made difficult. Furthermore, he felt that the next 
step in the evolution of parliamentary supervision of economic 
policy ought to be the introduction, along with the finance law, 
of a ‘‘national economic budget, placing the expenditures of the 


38 Law no. 48-466, March 21, 1948 (Jcurnal Officiel, March 23), article 9. 
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state within a complete perspective of the needs and resources 
of the nation.”’** 

Improvement in essential accord with these recommenda- 
tions was made in the following year. In 1950, presented to the 
Assembly as annexes to the budgetary projet de loi were a report 
of the Investment Committee, the final document on which the 
government’s proposals were based; and a special report of the 
Planning Commission. This latter included a general statement 
of the goals of the plan, a survey of accomplishments and an 
indication of the uses to which it was expected the funds re- 
quested would be put; and two volumes giving very detailed 
descriptions of what had been accomplished in metropolitan 
France and in the over-seas territories since 1946 in the basic 
industries of the plan. The government expressed the opinion 
that the presentation of these documents met the repeated 
demands of the Assembly for more effective control of the plan, 
making it possible for the Parliament to indicate its wishes 
concerning ‘‘the annual credits within the framework of the 
long term plan.” It felt also that it was continuing the effort 
it had been making for several years to improve the presenta- 
tion of the budget. It had incorporated into one text many 
operations which had, even in 1949, been covered by diverse 
treasury accounts, thus facilitating control of an important 
fraction of investment expenditures. “° 

With this position the finance committee was in essential 
agreement. M. Barangé, in his report for that committee, 
noted the quality and extent of the documentation, and ob- 
served that it was ‘‘the fruit of considerable labor, and wit- 
nesses a desire to inform the Parliament exactly.”’*! However 
he took exception to the implication of the government that 
this presentation met the demands of the Assembly that the 
plan be submitted for approval. The Assembly cannot be as- 
sumed to have approved the plan, in the totality of its objec- 
tives, in such a round-about way as by a vote of credits. He 
noted that on the one hand, the realization of the plan was too 
advanced for the deputies to be in a position to modify its 
orientation, while, on the other, the operations financed by the 


39 Journal Officiel, Documents Parlementaires, Assemblée Nationale, 1949, Annexe 
no. 6334, p. 179. 
 Thid., Annexe no. 8582, p. 2105. 
41 Tbid., 1950, Annexe no. 9717, p. 606. 














FORMULATION OF ECONOMIC POLICY 149 


state, the only ones which Parliament was being called upon to 
consider, while an important part, are not all of the plan. The 
Assemblies’ “‘powers of evaluation being thus extremely limited, 
their approval cannot, to a large extent, constitute other than 
a regularization.” 

Examination of the parliamentary discussion which followed 
indicates that this attitude of the finance committee was 
largely justified. Debate was on occasion warm, but it was also 
desultory, and not generally very constructive. Taken in 
itself, it can not well be said to have exercised a very effective 
control over the government’s economic policy. 

Yet it may be wondered to what extent it was and is possible 
for it to do so. Clearly we have here something approaching a 
dilemma. The chairman of the economic affairs committee of 
the Assembly expressed it in one way. In a letter to this writer, 
Francis Leenhardt said that it was true that the Parliament 
had not been able to exercise effective control over the plan, but 
he went on to remark that this had not been a very serious 
defect, for the plan was a good one, the men of the Planning 
Commission had done good work. *? 

The problem was stated in a slightly different and more 
technical fashion by Professor Jean Rivero, who noted that 
“Liberal democracy calls for the methods of flexible planning, 
the only ones adapted to its character. But that flexible plan- 
ning repels, by its nature, the constitutional demands of liberal 
democracy, and the intervention of law.’’** 

Professor Rivero considered that the Monnet Plan contrib- 
uted several elements toward the resolution of this opposition. 
It suggested, he thought, a formula, of which the parts were 
the granting of a global approval by the Parliament, which 
thus safeguards its authority and gives a certain stability to the 
plan; the delegation of its general execution to the government, 
which thus permits it to maintain the flexibility necessary ; and 
the frequent recourse for the elaboration, execution and con- 
trol, to those concerned and to public opinion. He felt that the 
approval thus given to the plan by the legislature would be in 
connection with the vote of credits, as was being done for the 
budget of 1950. He admitted that this approval was vague in 


* Letter of April 8, 1952. 
48 Jean Rivero, op. cit. 
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regard to the totality of the plan, but felt that it would have 
to be based upon an approval of the economic policy repre- 
sented by that budget in much the same way that a vote of 
confidence is given to a government. It is necessary only that 
sufficient information accompany the budget to permit an 
enlightened decision, and he felt that this was done at the end 
of 1949. He regretted that this did not come until so late, for 
the plan has a momentum of its own, and can hardly be halted 
once under way, but he expected this fault to be remedied were 
succeeding plans to be elaborated. 

Professor Rivero’s solution seems a reasonable one, even if it 
is not ideal. Certainly no judgment can be made without tak- 
ing into consideration the special political conditions which 
have prevailed in France. It is generally agreed that French 
problems, particularly in the economic realm, raise difficult 
choices and demand “hard” decisions. Yet it is also agreed, 
and proved by events, that the Assembly, in particular, has 
refused them, and has preferred to follow a politique de facilité. 
Could it be expected, under these conditions, that the legisla- 
tive body, mirroring the divisions in the country, could have 
taken the initiative in formulating the constructive, coherent 
policies, which even limited planning demands? It has not, of 
course, been asked to take that initiative, but it has been given 
the opportunity to reject such recommendations of the Plan- 
ning Commission as the governments, themselves divided and 
uncertain, have been able to accept. It has not done so, for 
while the original enthusiasm for the Monnet Plan has long 
since waned, its essential objectives are still considered by most 
to be the condition of French recovery. 


CONCLUSION 


The Monnet Plan has thus been a reasonably effective in- 
strument in the elaboration and implementation of an economic 
policy for France. In many respects it has also proved its com- 
patibility with democratic and constitutional government. The 
Planning Commission, set apart from normal ministerial re- 
sponsibility, has been able to act to some degree independently 
of political fluctuations, and to propose a consistent policy, 
based upon economic norms. Yet it has not established the 
rule of technicians, for it has lacked executive authority. It 
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has been dependent largely upon the continued acceptance of 
its recommendations by the government, the politically respon- 
sible ministers. In this way has the primacy of the political 
been reasserted, and constitutional government maintained. 

Nonetheless the French experiment is not without its blem- 
ishes as a solution to the problem of effective planning through 
democratic and constitutional politics. The government has 
accepted, though often in a somewhat attenuated form, the 
recommendation of the Planning Commission, and it has not 
been disowned in this by the National Assembly. However, 
neither has the Assembly felt any great responsibility for the 
success of the plan, and its liking for the ‘“‘easy way”’ has often 
led it, while embracing the plan and approving investment 
budgets, to refuse other equally important measures intended 
to stabilize the financial condition of the government and the 
nation, thus in the end negating what it had originally ap- 
proved. The effectiveness of the plan has in this way been 
compromised seriously, and the importance of effective parlia- 
mentary support clearly indicated. 

Such support would have to be considerably more positive 
than anything the Monnet Plan has known to the present, and 
would be unlikely without greater parliamentary participation 
in the development of economic policy. The possibility of this 
can not be considered in isolation from other political factors. 
In France, it is closely related to the problem of governmental 
instability, a problem which exceeds by far the limitations of 
this paper. Yet a solution to these difficulties must without 
doubt be found if the progress that has been made in France 
under the Monnet Plan since the Liberation is to continue. 
That such progress was made between 1946 and 1951 may toa 
large extent be accounted for by two factors: a generally co- 
operative atmosphere in the early years, and American eco- 
nomic aid, which made harsh options somewhat less difficult. 
That those conditions have now been altered is obvious. Politi- 
cal responsibility must now be engaged to a greater degree 
than before, and such responsibility, in a democratic society, 
belongs in the last analysis to the legislature. This having been 
the case only to a limited extent in France, the contribution of 
the Monnet Plan to the principles of democratic planning 
remains, thus far, limited. 
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MONETARY-DEBT POLICY REVISITED 
Richard A. Musgrave 


REVIEW of writings (including my own) on monetary and 
A debt policy during recent years shows that much remains 
to be done. For one thing, there has been a pervading overlap 
of the issue of how much to restrict inflationary developments, 
with the quite distinct issue of how to restrict them. While the 
“rather a little unemployment than inflation” school has tended 
to favor monetary restriction as a way of getting more restric- 
tion per se, the “rather a little inflation than unemployment” 
school has tended to argue against monetary restriction so as to 
deter restriction per se. For another, the discussion has suffered 
from an excessive armor of verbal positions, established on both 
sides of the line. Props such as “‘bonds must not fall below 
par,” or “let debt management be decided by the test of the 
market place’ are only too frequent and detract attention from 
the real issues involved. 

The following discussion is an attempt to reconsider some of 
these issues, with only a modicum of deference for my earlier 
views. Perhaps this may contribute to a new slant; or, at least, 
help to clear some of the debris out of the way. Throughout this 
discussion, I shall overlook the political or organizational 
problems, posed by the separation of Treasury and Central 
Bank. As far as this paper is concerned, both are agencies of 
public policy and are treated as a part of government. Also, 
my present concern is with the inflation side of stabilization 
only. 


DISTINCTION BETWEEN MONETARY AND DEBT POLIC%x 


In principle, it is difficult to distinguish between monetary 
and debt policy. Both deal with regulating the level of pri- 
vate expenditures by controlling the liquidity position of the 
economy. 

This may be brought out readily in an economy without 
fractional reserve banking. All money, in this case, is govern- 
ment money. The money supply is increased when the govern- 


1 Though visionary and hardly desirable as a design for policy, the 100 per cent 
plan is most helpful as an expositary device. 
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ment chooses to finance expenditures or to repay debt out of 
newly created money. The money supply is decreased when 
the government withdraws money through taxation or borrow- 
ing and withholds the proceeds. Also, let us assume that all 
government debt is in the form of consols or perpetual bonds. 
In this system, the government may change the liquidity struc- 
ture of the economy in two respects. First, it may change the 
volume of total claims or money (M) plus debt (D) which the 
public holds against the government. Secondly, it may change 
the ratio of M/D within a given total of (M + D). The direc- 
tional impact of such changes upon the level of economic ac- 
tivity may be summarized briefly. 

A reduction in M/D with (M + D) unchanged can be ex- 
pected to reduce private expenditures on investment. Given 
the desire of investors to hold liquid assets (M + D) and their 
preferred asset ratio between M and D, a reduction in M/D will 
force up bond yields and tend to reduce real investment. Also, 
it is not an unreasonable hypothesis that a decrease in M/D will 
tend to reduce private expenditures on consumption. The re- 
sults of a reduction in (M + D) with M/D unchanged are not 
interpreted as easily. Bond yields may rise or fall as a result, 
depending upon the particular situation. Combining changes in 
(M + D) with changes in M/D, we can expect that a reduction 
in M with D constant will restrict private expenditures on 
investment as well as on consumption. A reduction in D with M 
constant may be expected to increase investment, with con- 
sumption effects probably (but not necessarily) in the same 
direction. Our concern here will be primarily with the invest- 
ment aspect. 

Various policy measures accomplishing changes in the liquid- 
ity structure may be arranged as shown in Table 1. 

Note that all tax-expenditure transactions, with the excep- 
tion of (5), affect the economy’s liquidity position. Also, note 
that all devices to change the liquidity structure, except for 
(2) and (8), involve changes on either the expenditure or the 
tax side of the budget.? Only operations (2) and (8) do not call 
for tax or expenditure measures. They involve an exchange of 

* Note that in (2) government lending is treated as analogous to repurchase of 


debt since net claims held by the public against the government are reduced in 
both cases. The same holds under (8) with regard to recalling loans made. 
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Table 1 
Changes in Money plus Debt 
(M + D) 
+ 0 - 
a 2) ae (3) 
Deficit Refunding Retirement of 
+ financed by (Repurchase of debt out of 
new money debt or lending current tax 
Changes in of new money) surplus 
Ratio 
of 4) (5) 6) 
Money to Debt Combination Equal changes Combination 
(M/D) 0 of (1) and (7) in expenditures of (3) and (9) 
and tax yield 
‘ (7) (8) . (9) 
Deficit Refunding (Bor- | Retention of 
ao financed by rowing or re- current tax 
borrowing calling of loans, surplus 
and withholding 
of money) 











claims, money for debt or debt for money, pure and simple. As 
such they constitute refunding operations. If a line were to be 
drawn between “‘fiscal’’ measures on the one side, and “‘mone- 
tary-debt” measures on the other side, (5) belongs clearly in 
the first category, as it leaves unchanged both (M + D) and 
M/D. Items(2) and (8) belong clearly to the second category, 
as they do not involve tax or expenditure changes. All other 
cases involve a mixture of both approaches. 

Consider now a separation of monetary-debt measures into 
those which might be considered ‘‘monetary’’ and those which 
might be considered ‘‘debt” policy. Such a separation is not 
possible in the case of refunding operations (2) and (8). These 
operations leave the total of (M + D) unchanged, the M/D 
ratio being affected by opposite changes in both M and D. 
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Changes in M without changes in D do occur® (items 1 and 9) 
and might be referred to as monetary changes; also, there are 
changes in D without changes in M (items 3 and 7), and these 
might be referred to as debt changes. But in both cases, fiscal 
measures of tax or expenditure policy are involved as well. In 
other words, a separation of monetary and debt measures is 
possible only at the cost of discarding the broader distinction 
between fiscal and monetary-debt measures. 

The relationship is similar, though more complicated, once 
various types of public debt and fractional reserve banking are 
allowed for. 

Suppose public debt ranges from consols (D’) over medium 
(D”) to very short-term (D” ’) issues. In this case, substitution 
may be not only between M and D, but between various types 
of D. A wider variety of refunding operations between D’, D’” 
and D”’ becomes possible and a problem of rate structure 
arises. For this reason, and because money is used as a means of 
payment whereas debt is not, one may wish to distinguish 
between changes in the M/(D’ + D” + D”’”) ratio as mone- 
tary, and changes in type of D (e.g., the D’/D” and D’/D” ’ 
ratios) as debt policy; or, which is similar, one may wish to 
distinguish between policies affecting the level and policies 
affecting the structure of interest rates. 

However this may be, the distinction must not be carried too 
far. It is important also to recognize money as the short end of 
the maturity scale, and as such different only in degree from 
other claims. From this point of view, there are no sharp lines 
of distinction between substituting medium for longer term 
debt, shorter for medium term debt and money for shorter 
term debt. All these are essentially refunding operations, under- 
taken to affect the liquidity mix of a given total of claims. 

Introduction of fractional reserve banking divides the simple 
two-sector world of government and public into government, 
commercial banks and non-bank public, threatening no end of 
confusion in the process. Government money now is held in 
part by the commercial banks as reserves and in part by the 
non-bank public as currency. But money held by the non- 
bank public, in addition to currency, includes deposit money at 


3 There is a difficulty here in defining what is meant by changing M without 
changing D. With a given interest bill on consols, a change in M will affect the 
market value of D. Thus, holding D constant should be defined as a constant 
interest bill rather than market value of consols outstanding. 
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commercial banks. This deposit money, in turn, is created by 
the commercial banking system on a multiple basis against 
their holdings of government money, deposited as reserves with 
the government (the Federal Reserve Banks). 

In a setting where monetary restriction is called for, the 
commercial banking system is likely to be loaned up. In sucha 
situation, refunding measures which substitute public debt for 
government money—be it open market sales by the Federal 
Reserve or borrowing with withholding of receipts by the 
Treasury—not only reduce the M/D ratio as shown in policy 
(8). They go further and result in a multiple contraction in 
deposit money held by the non-bank public. 

But the principle of adjustment remains the same. In the 
100 per cent reserve system, the government, through its re- 
funding operation, induces the public to hold more debt and 
less money. Debt is exchanged against money on a 1:1 basis. 
In the fractional reserve system, debt is exchanged against 
government money on a 1:1 basis, but this exchange (or: the 
implicit contraction in reserves) gives rise to a multiple con- 
traction in total (deposit plus government) money holdings of 
the non-bank public. In the process, reduced liquidity must be 
purchased again by permitting debt yields to rise. The only 
difference, introduced by fractional reserve banking, is that the 
leverage of a given open market operation is increased, and 
that the liquidity preference of bankers is given an even more 
strategic importance. 

In the fractional reserve system, restriction may be accom- 
plished by way of raising reserve requirements rather than by 
way of open market sales. Both may be used to accomplish the 
same restriction, but the increase in reserve requirements not 
only serves to reduce liquidity, but also is a device for com- 
pelling investors (commercial banks) to hold claims against the 
government at an administered rather than at a voluntarily 
accepted rate of return. This administered rate, in the case of 
the Federal Reserve System, is zero, thus reducing the budgetary 
cost of public debt. 


THE ‘““NATURAL”’ ROLE OF INTEREST AND THE “NATURAL” 
ROLE OF TAX 


It is argued occasionally that restriction by monetary policy 
or debt management has the merit of being subject to a “‘nat- 
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ural” solution, while other stabilization devices are not. This is 
not the case. In the general equilibrium system, monetary-debt 
restriction is no more ‘‘natural’’ than is tax restriction. Indeed, 
the concept of a “natural rate of interest’? makes hardly more 
sense than does that of a ‘‘natural rate of taxation.’’ Both are 
functions of an interdependent system of public stabilization 
policy. 

Once recognized, this is an obvious matter, yet it is in need of 
reiteration. Suppose that the economy is in a full employment 
equilibrium, involving a given budget and a given liquidity 
structure, or public debt and money supply outstanding. In 
this position, we have a certain level (and structure) of tax 
rate, ¢, and a certain level of interest rate, 7. Both depend on 
each other, ¢ being ‘‘proper’’ vis-a-vis a given iz, and 7 being 
‘proper’ vis-a-vis a given t. Now let us suppose that we wish 
to change the relative weight placed on tax and on monetary- 
debt restriction.‘ Consider what happens, first in a 100 per cent 
reserve and then in a fractional reserve system. 

Suppose that the economy is in equilibrium, and now the 
government wishes to place increased reliance on tax restric- 
tion.® As ¢ is raised to ¢’ and the additional revenue is withheld, 
the disposable income of taxpayers is reduced; moreover 
(M + D) and M/D are lowered. All three factors are restric- 
tive, and the economy moves to a lower level of activity. In 
order to return expenditures to the old level, or to maintain 
expenditures at that level, an offsetting increase in liquidity is 
required.® Suppose that the government uses the additional tax 
yield to purchase part of the debt outstanding. This does not 
return M + D to its previous level, but raises M/D above its 
earlier position. Given the asset preference of investors, 7 will 
fall as a result and investment will tend to increase. 


4 Alternatively, we may pose the problem in terms of compensatory adjust- 
ments to an extraneous change in expenditures, public or private. The principle 
is the same. 

5 A similar argument applies if the adjustment is toward lesser reliance on taxa- 
tion, leading to a decrease in ¢ and an increase in 7. 

6 The text argument omits the complication of fractional reserves, but the prin- 
ciple remains the same if fractional reserves are allowed for. Again suppose that ¢ 
is raised and the additional yield is used to repurchase debt or to raise the ratio of 
M/D. Reserves at commercial banks remain unchanged. Less D is available and z 
will fall. Commercial banks as well as private lenders will extend more debt to 
private borrowers and investment will rise. Thus the initial contraction (due to 
the increase in f) is offset. Again we find that at the new equilibrium, a lower i is 
paired with a higher ¢. 
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This may suffice to offset the loss in expenditures on con- 
sumption and investment due to the increase in ¢. Ifnot, further 
redemption of debt out of new money may be needed. As the 
ratio of M/D is increased, there results a further fall in 7 or 
the return at which investors are willing to hold debt. If this 
creates expectations of even further declines in interest, asset 
preferences may change in the process in favor of D, thus 
temporarily increasing the fall in ¢ brought about by a given 
level of open market operations. However, there will be some 
amount of redemption out of new money (some degree of rais- 
ing M/D) at which total expenditures are returned to the old 
level, and the deflationary effects of raising ¢ are offset. In this 
new equilibrium, the level of aggregate expenditure is the same 
as it was prior to the adjustment, but we find ourselves with a 
higher ¢ and a lower? than before. Just as the old i was “‘proper” 
relative to the old ¢, so the new and lower 7 is ‘‘proper’’ relative 
to the new and higher ¢. 

In short, given the liquidity structure and rate of interest, we 
may determine the proper rate of taxation; and given the rate of 
taxation we may determine the proper liquidity and rate of 
interest. In expressing this relationship, you may wish to sub- 
stitute the term “natural” for the term “proper.” I would 
rather not do so, but there is no point in quarreling about terms. 
However, if we talk about a “‘natural’’ rate or a ‘‘neutral’’ policy 
in the one case, we should do so in the other as well. From the 
point of view of the economic theorist, there is no basis for 
arguing that stabilization through credit control is natural, 
while stabilization through tax control is artificial. Both are 
devices of public policy and exogenous, if sorely needed, ad- 
justments to the market process. 

But does not our reasoning overlook the fact that restriction 
by taxation involves unilateral interference or compulsion, 
whereas restriction by reducing liquidity through open market 
or debt operations is a bilateral process? If monetary authori- 
ties wish to reduce liquidity in this fashion, they must pay the 
price which the market demands for the surrender of liquidity. 
Therefore, is it not true after all that the resulting rate of inter- 
est is determined by market forces? 

On the surface this appears to be a valid argument, but we 
must go a step further. The degree to which the government 
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must purchase illiquidity, and hence the extent to which inter- 
est must be driven up, stands in inverse relation to the extent 
to which the government chooses to rely on tax restriction. 
This point has been developed already. Moreover, the very 
price at which investors are willing to sell liquidity is dependent 
not only upon their preferences but also upon their initial 
liquidity position. This position in turn is dependent in an 
important degree upon public policies, including such unilateral 
measures as the setting of reserve requirements. In a more 
basic sense, therefore, public policy decisions are an important 
factor in determining where interest rates are set in the market. 
The view that rates are determined by the forces of the market 
alone holds within the confines of a rather narrow ceteris paribus 
system only. 

In view of all this, what remains of the Wicksellian concept of 
a natural rate? This concept, it must be remembered, was 
developed in the context of a stabilization policy which provides 
for credit control only, the budget being a passive factor. In 
this setting, maintenance of price level stability requires that 
the market rate should be set so as to equal the natural rate 
at the proper level of investment. This proper level, in turn, is 
determined by available resources, government purchases, con- 
sumer demand out of a full employment income at given tax 
rates, and the level of prices. Once variability of budget policy 
is introduced, this simple situation is changed: Consumption 
out of the full employment income might be varied by changing 
the rate of tax; and the absorption of resources in public de- 
mand might be changed by adjusting goods and service ex- 
penditures of government. Either adjustment will change the 
level of investment that is required, and hence the proper rate 
of interest. 

Thus there is nothing incompatible between our argument 
and the Wicksellian concept of a natural rate: The one allows 
for changes in the government budget as a tool of stabilization 
policy, while the other does not. In the one case, we have a 
natural or proper rate of interest; in the other we have a natural 
or proper combination of monetary and fiscal policy.’ 

7 But may it not be argued that the Wicksellian assumption is the correct one, 
i.e. that fiscal adjustments ‘‘should not”’ be used as a device of stabilization policy? 


This position is not tenable as an argument in economic theory. In particular, 
it cannot be argued that fiscal adjustments will be inefficient in allocation terms, 
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The position that “bonds must not fall below par” taken by 
some advocates of low rates in post-war years was invalid. 
Nevertheless, maintenance of an ‘orderly market’’ continues 
to be an important consideration. 

Our experience with restrictive credit policy from 1950 to 
1952 has demonstrated that decline in bonds below par is not 
necessarily accompanied by any kind of collapse in the bond 
market. Developments have shown that bond prices can de- 
cline and yields can rise in an orderly fashion. Bearish specula- 
tion did not prove as destabilizing as some had expected. 
Partly, this was due to a feeling that the Federal Reserve 
authorities would step in should things go “‘too far.’’ Partly, it 
arose from the hesitancy which is not easily explained on the 
basis of rational investment behavior.’ However this may be, 
it is evident that a substantial raising of rates was accomplished 
in an orderly way. While it is difficult to measure the precise 
magnitudes involved, the policy of mild credit restriction from 
1950 to 1953 made some contribution to stability. By and 
large, the Federal Reserve position was the correct one. 

The absence of substantial new Treasury financing was a 


whereas monetary adjustments are not: Fiscal adjustments, it should be noted, 
do not require changes in public goods and service expenditures; they can take 
the form of tax and transfer adjustments, thus operating through changes in 
private demand. Moreover, it can be readily shown that neither monetary nor 
fiscal restriction is neutral with regard to the division of the private product be- 
tween consumption and capital formation. 

There is, perhaps, more room for debate with regard to administrative or 
political considerations. Monetary adjustments may be more flexible in the short 
run: and there is the possibility that, in the setting of practical politics, surplus 
finance in the boom might lead to undue curtailment of public services, just as 
deficit finance in the depression might lead to demands for undue contraction. 
There is some danger that such distortions will result: but there may be similar 
dangers in monetary adjustment, as shown in our later discussion. 

8 In terms of rational investment behavior, past losses are a matter of indiffer- 
ence with regard to future action. The mere fact that the value of a bond held has 
declined in the past should have no bearing on decisions whether to sell this bond, 
go into cash or switch into another investment. The only way in which the past 
decline should enter into future decision is by creating expectations as to future 
price change. 

However, this pattern of behavior is not a realistic interpretation of the market. 
For various reasons, the decline in values has made some groups of investors hesi- 
tant to sell. Partly, ‘this may be so because no one likes to admit that he has made 
losses, or better, that he failed to make a gain which he might have made by going 
into cash prior to the rate increase. And as long as you don’t sell, failure to take 
this superior action is not as evident. Partly, it has been due to accounting prac- 
tice which discourages realization of capital losses, as this will affect surplus 
whereas bonds can be carried at book value as long as they are not sold. 
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favorable factor. The same adjustment would have been more 
difficult during a period of high requirements for new Treasury 
financing, especially if combined with a policy of refunding into 
medium or longer term issues. Developments during 1953 bear 
out the difficulties raised by new financing and refunding 
operations. They suggest anew that “orderly market con- 
siderations” remain an important limiting factor in credit 
policy. 


THE AVAILABILITY OF CREDIT ARGUMENT 

In recent years, much attention has been given to considera- 
tions of “credit availability”’ or “credit rationing.’’ It has been 
suggested that reduced availability, rather than an increase in 
interest rates, is responsible for the effectiveness of credit 
restriction. This runs counter to the traditional view that the 
increase in interest rates, and the elasticity of demand for 
credit, are the crucial factors, in credit restriction. As I see it, 
the traditional view is essentially correct. 

In order to clarify what is meant and what is not meant by 
the availability argument, let us consider first a market for 
credit funds which is purely competitive and then proceed to 
an imperfect market.® 

In the competitive market, the price of loanable funds and the 
volume of private debt are determined by the intersection of 
the demand (D) schedule for funds by private borrowers with 
the supply (S) schedule of funds by lenders. Now suppose that 
an initial position of full employment equilibrium is upset by 
inflation pressures. Monetary authorities will wish to restrict 
borrowing by would-be spenders. This may be accomplished 
through open market sales which substitute the holding of 
public debt for money. Since investors are asked to hold more 
public debt and less of other assets, they will do so only at more 
profitable terms. The yield on public debt will rise: investors 
(on the basis of a given set of asset preferences) will attempt to 
substitute public for private debt and the yield on private debt 
will rise accordingly. Putting it differently, the S schedule 

® See the contributions by Robert V. Roosa, and Howard Ellis in Money, Trade 
and Economic Growth, Essays in Honor of J. H. Williams, Macmillan, 1951. Also 
see the testimony by Samuelson, Ellis and Friedman at the Hearings on the Pat- 


man Report, Monetary Policy and Debt Management, Joint Committee on the 
Economic Report, 82nd Congress, March 10-31, 1952, p. 691. 
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shifts to the left, and intersects the D schedule at a lesser 
quantity of private loans and at a higher rate of interest. 

The degree of increase in interest necessary to secure the 
desired reduction in private loans is determined by the slope of 
the D schedule alone. If the D schedule was wholly inelastic, 
the shift in the S schedule would raise interest but would fail to 
reduce expenditures. In the competitive market it is evident 
that monetary restriction cannot curtail loans, and hence ex- 
penditures, unless the D schedule is elastic to interest. 

So far we have traced the process of contraction on the as- 
sumption of a given asset preference, between money and debt; 
it remains to be noted that a policy of contraction may change 
this very preference.” As interest rates rise, potential lenders 
may expect further contraction and a further rise in interest. 
They may prefer to postpone further lending until the outlook 
has clarified. In short, their asset preference may change, if 
temporarily, in favor of money. Asa result the S schedule shifts 
to the left, causing a further increase in interest and a further 
reduction in loans. This secondary adjustment may be taken 
into account beforehand. In order to secure a given reduction 
in the volume of loans, the government needs to sell less bonds 
(replace less money with public debt) if such a shift in expecta- 
tions occurs, than it would have to sell if the change did not 
occur. However, the induced shift in the S schedule has no 
bearing on the rise in interest rate that is required to secure a 
given restriction in private borrowing. Nor does it affect the 
traditional conclusion that the rise in the rate of interest needed 
to accomplish a given restriction in private spending is deter- 
mined by the interest elasticity of the D schedule." 

We now turn to the more realistic case of an imperfect credit 
market. A first and obvious element of imperfection arises 
because loans to different borrowers are not a homogeneous 
product. Different debtors involve different degrees of risk, 
and the lender must allocate his portfolio among them, depend- 
ing on his preferences and on returns available on various types 


1 Uncertainty is allowed for in the competitive market. In other words, we are 
not dealing with perfect competition (following Chamberlin’s terminology) but 
only assume the absence of monopolistic elements. 

11 Moreover, the shift in the S schedule is a temporary matter only. It is brought 
about by the expectation that further restriction is to follow. Once a higher level 
of rates is reached and held, this factor disappears and goes into reverse. The 
budgetary savings, noted in the text, are therefore temporary only. 














166 RICHARD A. MUSGRAVE 


of debt. In Keynes’ words, there exists at any time an un- 
satisfied fringe of borrowers, among whom the lender may 
choose, and some of whom are excluded.” 

If monetary authorities restrict credit, the lender is faced 
with the necessity of reconsidering his portfolio composition. 
The readjustment, most likely, will involve not only a reduc- 
tion in the total of his private debt holding, but also a change in 
the composition of private loans held. This, however, does not 
involve a “‘rationing’’ problem, as I understand the term.'*® A 
rationing problem, properly speaking, arises only where restric- 
tion in the supply of private credit does not call forth an adjust- 
ment in rates charged on a paper of given risk and maturity. 
The presence of product (loan) differentiation does not change 
the conclusion that the interest elasticity of demand for funds 
on the part of various borrowers is a crucial factor in determin- 
ing the effectiveness of credit restriction. 

Differentiation between private debt instruments makes it 
necessary, however, to define what is meant by a rise in the 
rate of interest. The gross rate of interest charged on any one 
loan may be thought of as including a component of “‘pure 
rate’ (defined as, say, the yield of government debt of equal 
maturity) and a component of reward for specific risks involved 
in the particular investment. Suppose now that monetary 
authorities undertake restrictive measures, and that lenders 
curtail their holdings of private paper by reducing risky loans. 
As a result, the average gross rate charged on private debt may 
remain unchanged, even though rates charged on particular 
types of paper rise. This result is quite compatible with the 
rule that curtailment of credit involves a rise in interest rates. 

12 Keynes (A Treatise on Money, Vol. 212) argues as follows: ‘‘So far, how- 
ever, as bank loans are concerned, le aig g = s not—in Great Britain at least— 
take place according to the principles of a perfect market. There is apt to be an 


unsatisfied fringe of borrowers, the size of which can be expanded or contracted, 


so that banks can influence the volume of investment by expat — or contracting 


the volume of their loans, without there being necessarily any change in the le vel of 
bank rate, in the demand schedule for borrowers, or in the volume of lending other- 
wise than through the banks.” (Italics author's 


It is difficult to say whether this statement refers to (1) the fact that product 
differentiation exists, (2) the distinction between gross ar ode net r 


be noted in the following paragraph of the text, or (3 
b 


ite of interest, to 


mes 5 exis tence of 
ona fide rationing. However, Kevnes’ later argument (op et. Vol. 2, p. 365) 


suggests that reference is to (1) and (2) rather than to (3 
18 The price is still determined by the intersection of market schedules, even 
though the solution may be more similar to monopolistic than to pure competition. 





MONETARY-DEBT POLICY REVISITED 167 


A rise in interest rates, in terms of this rule, means an increase 
in the rate of interest charged on any particular type of invest- 
ment, and not in the average level of gross rates. 

Now it may be said that the preceding considerations do not 
present the availability argument in its pure form. This, I take 
it, arises in a situation where rates charged by the lender are 
determined more or less by institutional forces, rather than 
by supply and demand, equating marginal revenue and liquid- 
ity risks. In such a market anything may happen. Restrictive 
measures by monetary authorities may be followed by a reduc- 
tion in the volume of credit available to private borrowers, 
without there being a corresponding increase in the rate of 
interest. For whatever reason—be it lack of alertness, custom, 
or fear of losing customers over the longer run—the reduced 
supply of private credit may not call forth an increase in the 
rate of interest charged thereon. Lenders resort to some princi- 
ple other than the pricing mechanism of the market, by which 
to ration out the reduction in private credit. Here we have a 
situation where the effectiveness of credit restriction is inde- 
pendent of the interest elasticity of demand for private credit. 
The effectiveness of credit restriction depends on what happens 
on the supply side only and is not recorded in changing interest 
cost. 

Such a situation would not speak well for the efficiency of 
credit markets. While it may arise in the short run, I fail to 
see how it could prevail for very long. Even though private 
credit may be curtailed without a rise in interest, yields on 
public debt will hardly fail to rise as a restrictive policy is im- 
posed. Sooner or later, a widening differential between yields 
available on public and on private debt will induce lenders to 
shift toward public debt. Yields on private debt will be forced 
up and the interest elasticity of demand for credit funds re- 
enters the picture. 

This, moreover, is only one among many possible results. 
The opposite may happen as well: restrictive measures may 
lead to a rise in interest, without there being a reduction in the 
volume of private credit. Suppose we have a situation where 
lenders do not charge what the market will bear, but ration 
their supply on some other basis. Restrictive action of mone- 
tary authorities may be taken as a signal that an increase in 
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rates is “‘permissible’’; and borrowers, who previously paid 
less than their maximum price, may be willing to continue the 
same volume of borrowing at a higher rate. On balance, there 
is no reason to assume that availability factors go to reduce the 
interest cost of credit restriction. But again, I doubt whether 
the conditions which produce such a result are likely to prevail 
for any length of time. As I see it, the traditional view, em- 
phasizing the interest elasticity of demand for funds, remains 
essentially correct. 


DISTRIBUTIONAL SUPPORT OF STABILIZATION 


More attention should be paid to differences in the structural 
results of stabilization through fiscal and through monetary- 
debt restriction. One such difference lies in the distributional 
results of the two methods. 

Whenever we consider problems of taxation, we recognize the 
fact that taxes are paid by someone, and that it is important to 
decide who should pay. This is true whether taxes are to be 
increased to pay for additional public services, or whether they 
are to be increased to check inflation pressures which are created 
in other sectors of the economy. In either case, the choice of 
taxes will depend upon whose purchasing power we wish to 
reduce. But if inflation is to be checked by credit (rather than 
tax) restriction, the question of whose purchasing power is to 
be reduced does not arise in explicit form. Yet, credit restric- 
tion, no less than tax restriction, has distributional implications. 
In other words, both approaches to stabilization policy carry an 
incidence. '* 

The distributional result of either approach depends on the 
form which the restriction takes. On the fiscal side, let us as- 
sume that it will take the form of a proportional income tax. 
This, of course, is but one possibility among many, but it will 
do as a point of departure. On the credit-debt side, the matter 
is more difficult. If liquidity is to be curtailed, so as to reduce 
expenditures by the desired amount, this may be accomplished 
in a number of ways. Resort may be had to open market sales, 

14 Tf incidence is defined as resulting change in the state of distribution, we may 
speak of the incidence of credit restriction no less than the incidence of tax restric- 
tion. This concept of incidence must be distinguished from the resource transfer 
which results when governmental services are increased. For a development of 


this point see my article ‘On Incidence” in the Journal of Political Economy, 
Vol. LXI, No. 4 for August 1953, pp. 306-307. 
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various patterns of refunding shorter into longer debt, or an 
increase in reserve requirements. The market in each case will 
set the price at which investors are willing to surrender the 
desired degree of liquidity, and the Treasury will have to pay 
accordingly through corresponding adjustments in the yield of 
public debt. But how is the government to choose among 
various possible approaches? Let us assume that the govern- 
ment will choose that policy which obtains the desired reduction 
of liquidity at the least cost to the Treasury. There are con- 
siderable difficulties in this concept of an ‘‘efficient’’ debt policy, 
but they may be overlooked here.'® 

Our comparison then is between restriction by proportional 
income tax and by an “efficient’’ policy of curtailing liquidity. 
How will the distributional results of the two policies compare? 
I do not wish to be dogmatic on this point as much work re- 
mains to be done. However, there seems to me a presumption 
that substitution of monetary-debt for proportional income tax 
restriction would tend to favor the higher at the cost of the 
lower income groups, i.e., it would tend to be regressive in direc- 
tion. There are various aspects to this problem. A first aspect 
relates to the comparative distributional impact of taxes raised 
to finance interest charges on public debt. This is an important 
part of the problem, and the substance of the ‘‘budgetary argu- 
ment’’ with regard to credit restriction. A second aspect re- 


** Any policy of liquidity restriction which involves a larger cost may be 
thought of as a combination of the minimum cost plan with a tax-transfer scheme. 
The latter may be designed to benefit small savers, owners of insurance policies, 
the owners or customers of commercial banks and so forth. Such deviation from 
the efficiency rule is a matter of welfare (redistribution) policy, and not an inherent 
part of the stabilization aspect of credit-debt restriction. 

More careful consideration of what is meant by our concept of ‘‘efficient’’ policy 
points to various difficulties. To begin with, it is a nice question whether the 
efficient plan should be defined to require uniform pricing, as is inherent in the 
sale of marketable securities, though compatible with the ‘‘tailoring” of issues to 
meet special needs; or, whether the government should act as a discriminating 
monopolist, thus eliminating elements of investors’ surplus, as might be accom- 
plished through the sale of non-marketable issues. This question cannot be 
answered readily, as it involves basic issues in the theory of public economy. 

Also, there is the complicating factor of rigidity over time. For how long a 
period is this illiquidity to be bought? Where the issue of new debt is involved, 
this is a crucial question in determining the degree to which lengthening of the 
maturity of the public debt is efficient. If the need for a high degree of illiquidity 
is expected to prevail for long, a considerable lengthening of maturities may 
efficient. Indeed, if the necessary restriction is expected to continue forever, 
funding into consols may be the most efficient solution. If continued need for a 
high degree of illiquidity is uncertain, a more efficient policy will be to avoid the 
rigidity of long maturities, thus permitting earlier refunding into lower rates. 
Debt management, in this respect, is a clumsy tool, and more dependent on long- 
range prediction than are other stabilization devices. 
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lates to the distributional changes which occur as yields on 
private debt are pushed up. And beyond this, we must con- 
sider what happens to earnings on equity capital. 

The redistributional implications of the tax-interest mech- 
anism depend on the choice of taxes used to finance interest 
payments. Since we do not know which taxes would be taken 
off if interest payments were reduced, perhaps the only feasible 
solution is to proceed by the rather arbitrary assumption that 
interest payments are financed by the “‘average’’ tax dollar. A 
second difficulty arises in treating interest payments to com- 
mercial banks. On the one extreme, such interest may be im- 
puted to the holders of bank shares; on the other, it may be 
imputed to the customers of banks, the argument being that 
service charges would have to be higher if commercial banks 
were not subsidized by receiving interest payments on their 
holdings of public debt. The proper interpretation, to be sure, 
lies between these extremes. While this is not the place for a 
statistical investigation, some impression might be gained by 
using the average tax dollar approach, and by making the very 
rough assumption that the accrual of interest payments is dis- 
tributed as is the holding of liquid assets. On this basis, the 
incidence of the Federal tax-interest circuit appears to be fairly 
neutral, or to involve some net benefit to the lower groups. This 
result, of course, is a rough approximation only.” It may be 

16 This impression is based on the information for 1948, as provided in the fol- 
lowing table: 

PERCENTAGE DISTRIBUTION FOR 1948 








Average Holding 
Federal A-F Insurance of 
Spending Unit Tax Bond Premiums Liquid Money Dividend 
Income Dollar* Holdings Paid* Assetst Income Income* 
Brackets (1) 2 (3) (4) (5) (6) 
Under $1000 1.3 2.6 3.0 4.0 1.9 1.4 
1000 — 2000 4.8 8.1 7.0 7.0 7.1 2.8 
2000 — 3000 10.9 15.8 14.0 14.0 14.9 4.4 
3000 — 4000 14.4 18.1 20.0 14.0 18.1 7 
4000 — 5000 11.1 15.6 15.0 11.0 13.5 4.8 
5000 — 7500 14.0 20.7 19.0 18.0 16.5 9.5 
7500 + 43.5 19.1 22.0 32.0 28.1 71.4 
Total 100.0 100.0 100.0 100.0 100.0 100.0 





* Data from Musgrave and Frane, ‘“‘Rejoinder to Dr. Tucker,” National Tax 
Journal, March, 1952, Vol. V, No. 1, pp. 17, 25 and 33. 
{ Data from Musgrave, Carroll, Cook and Frane, ‘‘Distribution of Tax Pay- 





MONETARY-DEBT POLICY REVISITED 171 


biased by the use of the average tax dollar, the distribution of 
which, I presume, is more progressive than that of the marginal 
dollar.” 

The weight of the budgetary factor depends on how much of a 
rise in interest occurs until the necessary contraction is ob- 
tained. This, of course, is a main reason why the interest elas- 
ticity of the demand schedule for loanable funds is a matter of 
importance. Also, the weight of the budgetary redistribution 
depends on how quickly the change in yields is reflected in a 
change in the budgetary interest bill. This in turn depends 
upon the maturity structure of the debt, and the length of time 
over which the tighter liquidity conditions are to prevail. The 
longer the maturity of the debt is, the longer will it take for the 
budgetary forces to work themselves out.® 

But the budgetary picture is by no means the entire story. 
We must consider also the distributional implications of changes 
in the cost of private debts and capital yields. Indeed, capital 
income from private sources is a multiple of that derived from 
public interest. A rise in interest on private debt benefits new 
lenders as against borrowers. In the case of consumer or mort- 
gage debt, the increased cost of borrowing will be felt by the 
consumer directly. In the case of business debt, the increased 
cost of borrowing will be added to price and thus be paid for by 
the consumer of the final product. The distributional result 


ments by Income Groups: A Case Study for 1948,’’ National Tax Journal, March, 
1951, Vol. IV, No. 1, p. 4. 

The estimated distribution of Federal tax payments in column 1 may be com- 
pared with the distribution of savings bond holdings in column 2, or the distribu- 
tion of insurance premium payments in column 3. This allows for the benefits 
derived from interest on savings bonds and on debt held by insurance companies. 
As a more general index of the distribution of total debt holdings, we may con- 
sider the distribution of holdings of liquid assets shown in column 4. Comparison 
of columns 1 and 4 shows a favorable balance for the first three and the sixth 
brackets, and a distinctly unfavorable balance only for the top bracket. Compari- 
son of columns 4 and 5 shows what the result would be if a proportional income 
tax (without exemptions) was used to finance the interest charge. 

It is not obvious in which direction the result is biased by the use of the liquid 
asset distribution. On the one hand, one should expect that interest on debt held 
by commercial banks and corporations (which excluding Trust Funds, Federal 
Reserve and State and local governments amounts to some 40 per cent of holdings 
total) is distributed more similar to the dividend pattern of column 6. On the other 
hand, interest receipts to banks may be taken to reduce bank charges to business, 
be reflected in lowered cost and thus act as a negative sales tax. 

1” This judgment applies to a high taxation economy, and may be reversed for a 
low taxation economy. 

‘8 This again points to the previously noted timing rigidities which render 
efficient debt management difficult. See note 15, p. 000. 
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will be similar to that of interest payments on public debt, 
financed by excise taxes. In both cases, there is a presumption 
that the distributional result will be regressive. 

Beyond this, a rise in debt yields will be transmitted to 
capital yields at large. Since we assume that price level stabil- 
ity is maintained (inflation is avoided) the difference between 
debt and equity capital is one of degree only. Thus, the yield on 
capital investment will be generally higher in a setting in which 
stabilization has been achieved through liquidity restriction. 
Since capital income rises sharply as a share in family income 
when moving up the income scale, the conclusion again appears 
to be that substitution of monetary-debt for proportional tax 
restriction will tend to be regressive in its distributional effects.” 

The argument, so far, has been in terms of gains to the sup- 
pliers of capital to be derived from new investments. But what 
of the capital losses that will be suffered by holders of o/d debt 
contracts (public or private) at the time at which the tightening 
and the rise in yield occur? If we assume that such debts are 
held to maturity, no losses are suffered. The same income 
stream is received, and the same payment is obtained at matu- 
rity as would have been obtained had there been no tightening 
of yields. The only sense in which a loss has occurred is in an 
opportunity sense: By failing to anticipate the rise in yields and 
selling beforehand, the investor has failed to obtain the gain 
which he might have made if he had sold in advance. 

On balance, the interest should welcome the rise in yield. 
While the old income stream remains intact, reinvestment at a 
higher yield will become possible at the time of maturity. More- 
over, the opportunity loss which one investor failed to obtain 
by selling his bonds to another prior to the rise in yields, is 
matched by the loss which the latter did not make because he 
stayed in cash. There is no loss for investors as a group, since 
individual gains and losses will cancel.* Changes in capital 

1 See column 6 in the Table in note 16, which shows dividends to be distributed 
much more progressively than liquid assets. 

2 But what if the investor sells his investment and realizes the loss? If such a 
sale is for purposes of switching to other investments, the “‘realization of loss’’ is 
fictitious. The old investment produces the same income stream as it did before 
the yield change. The switch to the new investment will be made only if it im- 
proves the investor's position. The investor, therefore, is no worse off than he was 


before the yield change. 
If the loss is realized by an investor who liquidates assets to consume, the loss 
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value, due to changes in yield, have their economic significance, 
but they do not seem to be a major factor in the distributional 
picture. 

Our tentative conclusion is that substitution of monetary- 
debt for proportional income tax restriction tends to be more or 
less neutral in incidence, in so far as the budgetary tax-interest 
circuit is concerned; but that it will tend to be regressive in 
incidence, once the distributional repercussions throughout the 
private market are considered. Of the two factors, the latter 
would seem to carry much the greater weight. 

The reader will keep in mind that this conclusion refers to 
a comparison between tax restriction through proportional 
income tax on the one side, and “efficient’’ monetary-debt 
restriction on the other. The results may well differ if other 
approaches are used on either side. If the approach to tax 
restriction is through a regressive tax, the incidence of sub- 
stituting monetary-debt restriction may well be progressive. 
If the tax approach is progressive, our tentative conclusion 
of regressivity is reinforced. Also, the pattern of monetary-debt 
restriction may be varied, so as to give different distributional 
results. The government may vary the incidence of the interest- 
financing tax. Or, the pattern of debt policy may be deter- 
mined by criteria other than purchasing the desired degree of 
illiquidity at minimum cost. The Treasury may choose to pay 
more than is needed to some investors, combining thereby a 
tax-transfer scheme with debt policy. Or, moving in the other 
direction, the government may impose illiquidity on some 
investors by compulsion rather than inducement.*? 

As noted before, such use of compulsion is inherent in the 
application of reserve requirements.?? Technically speaking, 
this principle could be expanded to the bulk of commercial 
bank holdings of public debt and conceivably to other in- 
vestors. Moreover, the cost or availability of certain debts 





to him will be real, but there will be an offsetting gain to those who buy the claim 
ata higher yield. Holders of claims as a group will not suffer. 

More significant, perhaps, is the case of the investor who becomes insolvent in 
trying to meet his own debt obligations. This is a different matter and part of the 
problem of maintaining an “‘orderly market.”’ 

21. No such compulsion can be applied, however, with regard to changes in 
earnings in the private capital market. As noted above, such changes are an impor- 
tant part of the problem. 

22 See p. 159 above. 
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‘might be increased relative to that of others, be it by imposing 
differential reserve requirements on various assets, or by re- 
stricting the eligibility of borrowers. Reducing the availability 
or increasing the cost of consumer credit, for instance, will 
differ in incidence from raising the cost of security loans, and 
so forth. 

Finally, note that our argument has been limited to the rela- 
tively short-term aspects of the matter. If liquidity restriction 
should result in a slower rate of growth than tax restriction, 
a problem to be discussed in the following section, this may 
have important bearing on the future state of distribution. 
Resulting changes in factor shares are a complex problem 
which cannot be gone into here, but it is evident that no ready 
conclusions can be drawn. While capital yields may come to be 
higher per dollar invested under the liquidity restriction ap- 
proach, the total capital stock may come to be less. What will 
happen to the relative shares of capital and labor income in the 
total product, and hence to the state of distribution, will de- 
pend upon the particular circumstances of the case. 


CONSUMPTION — SAVING IMPACT OF STABILIZATION 

A second difference between fiscal and monetary-debt restric- 
tion lies in their respective impacts upon consumption and 
capital formation. General monetary-debt restriction is pri- 
marily a device to deter capital formation. Tax restriction or 
selective credit controls may be used to deter either capital 
formation or consumption. 

In the traditional setting, Central Bank policy was considered 
a device for controlling the level of capital expenditures and 
the balance of payment. Apart from the tenuous relationship 
between interest rates and saving, the primary impact of 
monetary restriction or expansion was taken to be on invest- 
ment. A cut in capital expenditures, to be sure, gives rise to a 
change in consumption, but this is a secondary effect. General 
monetary-debt restriction on the whole is biased in the direction 
of curtailing capital formation. The fiscal approach may be 
used equally well to restrict consumption or to restrict capital 
formation. It is the more flexible instrument in this respect. 
This is not to deny that credit restriction may be designed to 
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bear directly on consumption. Considering the importance ot 
consumer credit, even general credit restriction has a direct 
effect on consumption. Also, changes in total claims (M + D) 
and in the liquidity ratio (D/M) may bear on consumption. 
Primary reliance on consumer credit controls, rather than gen- 
eral credit restriction, further adds to the possibility of directing 
credit restriction at consumption. Yet, the possibilities are 
limited, especially if we consider the investment effects of a 
rising level of rates in the general capital markets. Moreover, 
where consumption is reduced, the reduction is primarily in 
durables, which is closer to capital formation than is current 
consumption. 

There is no such limitation on the side of the tax approach. 
This approach may vary widely from outright taxation of in- 
vestment income as a device to restrict capital outlays, to 
outright taxation of consumption expenditures as a device to 
restrict consumption. 

The relative weight to be placed on monetary-debt as against 
tax restriction, therefore, may well depend on the extent to 
which it is desired to curtail expenditures for capital formation 
or for consumption. The tendency for monetary-debt restric- 
tion to be primarily a device for curtailing capital formation is 
worth noting, especially if it is held that there exists a secular 
tendency toward inflation. 

Other structural differences between liquidity and tax re- 
striction might be considered. Apart from restricting the over- 
all level of investment expenditures (which is an objective of 
restriction), restrictive policies may interfere with the direction 
of investment (which is not usually an objective). Which of the 
two approaches, tax or liquidity restriction, are more neutral 
in this respect? Moreover, restrictive tax policies tend to inter- 
fere with work incentives; to what extent is there a parallel 
effect in the case of consumer credit restriction, or credit restric- 
tion which raises the price of consumer goods? Neither ques- 
tion is readily answered, but both are worth careful considera- 
tion. 

Here we can only repeat our two major conclusions. The 
first conclusion is that monetary-debt and fiscal restriction 
must be viewed as interdependent parts of a general stabiliza- 
tion policy. Both can be made to work within certain limits, 
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and increased emphasis for the one may be substituted for 
decreased reliance on the other. Both, therefore, must be 
determined in conjunction: If there is a natural rate of interest, 
so there is a natural rate of taxation. The second conclusion is 
that the results of our two approaches to stabilization may 
differ in important respects. One such difference arises with 
regard to distributional implications, present for monetary- 
debt no less than for tax restriction; another arises with regard 
to the allocation of resources between consumption and invest- 
ment, and hence with regard to the rate of economic growth. 
The task ahead is to determine the rate of substitution between 
monetary-debt and tax restriction, and to explore the structural 
differences that result as one is exchanged for the other. 











THE NEW MONETARY POLICY 
Ira O. Scott, Jr.* 


T= past few years have been exceedingly interesting ones 
from the standpoint of monetary policy. On the one hand, 
the problems posed by the transition from war to peace have 
provoked a comprehensive reassessment of the role which 
monetary policy may play in a stabilization program. On the 
other, recent departures in central bank policy from more than 
a decade of supporting the Government bond market provide 
an unusual opportunity for putting to the test certain innova- 
tions in monetary theory. This paper is devoted to a brief 
survey of these developments. 


THREE APPROACHES TO MONETARY POLICY 


The continuance of strong inflationary pressures after World 
War II brought to the fore the problem of reconciling objec- 
tives of debt management and economic stabilization. The 
Federal Reserve System had emerged from the war still com- 
mitted to the policy of supporting the prices of Government 
securities. This policy, of course, left the creation of bank 
reserves and new money to the initiative of the market. To 
the solution of this problem the United States Treasury, the 
Board of Governors of the Federal Reserve System, and the 
Federal Reserve Bank of New York each presented distinct 
approaches." 

The Treasury, throughout the pre-Accord period, expressed 
an understandable concern for the marketability of new Treas- 
ury issues. Faced with the necessity of refunding maturing 
securities on a considerable scale, it favored a continuation of 
the pegged market regime. The prospect of future deficits 
stemming from intervention in Korea and the Cold War accen- 

* The author wishes to acknowledge his indebtedness to Mr. Tilford C. Gaines, 
who made many helpful suggestions for the ees of this paper, but who, 
of course, bears no responsibility for any errors that remain. 

1 Cf. J. S. Fforde, ‘‘The Monetary Controversy in the U. S. A.,”’ Oxford Eco- 
nomic Papers (New Series), Vol. 3, No. 3, October, 1951, p. 222. 

The association of three distinct viewpoints with these three groups necessarily 
does violence to the various shades of opinion within each group and the changes 


occurring in their respective positions over time. However, in the present context, 
such an oversimplification seems warranted. 
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tuated the Treasury’s fear of instability in the Government 
security market. In the Treasury’s view, a more flexible inter- 
est-rate policy would seriously limit its ability to market new 
issues. Investors who might be willing to commit their funds 
at a particular yield might well desist when yields are rising. 
The marketing problem seemed to be further complicated by 
the distribution of outstanding issues. It was felt that the 
process of ‘“‘debt digestion’’ during the reconversion period 
could best be facilitated by maintaining stable security prices. 
Moreover, the Treasury was apprehensive of the increased cost 
of financing the debt, which would accompany a disinflationary 
monetary policy. Finally, the Treasury held to the view that 
moderate increases in interest rates would be ineffective in 
restraining inflationary pressures, due especially to the insensi- 
tivity of borrowers, whereas changes of a greater magnitude 
could be made only at the risk of precipitating a financial crisis. 
In sum, debt management objectives could best be attained 
through continued support of the Government security market. 
Fiscal policy, selective credit and other direct controls should 
be relied upon to provide a stable economy.? 

A different approach may be associated in the pre-Accord 
period with the Board of Governors of the Federal Reserve 
System. Quickly grasping the nature of the dilemma posed by 
their dual responsibilities in the credit control and debt manage- 
ment areas, the Board repeatedly asked Congress for additional 
control over the disposition of commercial bank assets. Essen- 
tially, the Board proposals called for a change in the legal 
framework within which the traditional instruments of central 
bank policy operated. Treasury needs appeared to require a 
continuation of the price-support policy. But commercial banks 
could increase their reserves at will by unloading upon a reluc- 
tant Federal Reserve System portions of their abundant hold- 
ings of Government securities. What could seem a more logical 

2See the reply of the Secretary of the Treasury to the Patman Committee 
questionnaire, Monetary Policy and the Management of the Public Debt, Their Role 
in Achieving Price Stability and High-Level Employment, Replies to Questions and 
Other Material for the Use of the Subcommittee on General Credit Control and Debt 
Management, Joint Committee on the Economic Report, 82d Congress, 2d Session, 
Washington, D. C.: United States Government Printing Office, 1952 (Patman 
Replies), esp. pp. 50-111; also an address by the Secretary of the Treasury before 
the New York Board of Trade, Annual Report of the Secretary of the Treasury on 


the State of Finances for the Fiscal Year Ended June 30, 1951, Washington, D. C.: 
United States Government Printing Office, 1952, p. 616. 
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solution, then, but to impose a security reserve requirement 
upon the banking system, thereby freezing-in their holdings of 
Governments? In this way, a built-in demand for Treasury 
securities would be assured, releasing the System from its sup- 
port commitments. The Government security sector of the 
interest-rate structure could thus be partially insulated from 
the private sector.® 

A third and distinctly different line of thinking may be 
associated with the Federal Reserve Bank of New York. In 
two respects, the position of the New York Bank differed from 
that of the Treasury. First, the role of the lender, rather than 
the borrower, was emphasized. Secondly, and in consequence 
of this change in emphasis, it was argued that relatively small 
changes in interest rates could bring about the desired degree of 
restraint. In contrast to the Board of Governors, the New 
York Bank saw in the existence of a widely held Government 
debt an unprecedented opportunity for effective monetary 
control. Far from wanting to immobilize the debt, this group 
wished to exploit it as an instrument of central banking policy. 
Formerly, a somewhat tenuous link existed between the inter- 
est-rate policy of the central bank and the investment decisions 
of private lenders. Now, a change in the prices at which the 
central bank was willing to buy and sell Government securities 
it was believed, would have an immediate and far-reaching 
impact upon the chief lenders to private borrowers. The past 
few decades have witnessed a gradual shift in control over the 
disposition of loanable funds from individuals to financial inter- 
mediaries, such as life insurance companies, mutual savings 
banks, pension funds, and the like. The investment officers 
who manage these aggregates of investible funds are extremely 
sensitive to fractional changes in the yields of their various 
holdings. Pulling the pegs in the Government security market 
would have a deflationary effect by making switches from 
Government to private securities less profitable and by reduc- 
ing the liquidity of institutional portfolios. Thus the institu- 
tionalization of saving, combined with the fact that Govern- 
ment securities now bulk large in the portfolio of the institu- 

® See the Annual Report of the Board of Governors of the Federal Reserve System 


Covering Operations for the Year 1945, pp. 1-8; ibid., 1946, pp. 4-7; ibid., 1947, 
pp. 7-11. 
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tional investor, imply a more intimate relationship between 
central bank action and the willingness, as well as the ability, 
of lenders to lend. The New York Bank, therefore, favored the 
return to a flexible interest-rate policy within the given legal 
framework.‘ 


THE TREASURY-FEDERAL RESERVE ACCORD 


Of the three approaches to the postwar dilemma which con- 
fronted the monetary authorities, that of the Federal Reserve 
Bank of New York was to emerge predominant in the Accord of 
March, 1951. But the path to the Accord and a more flexible 
interest-rate policy was a long and tortuous one. With the 
cessation of hostilities on V-J Day, the Federal Reserve System 
remained committed to the policy of maintaining the prices of 
Government securities, a policy which had prevailed since 1937. 
Early in the postwar period, the System advocated removal of 
the preferential discount rate to commercial banks using Gov- 
ernment securities as collateral. The Treasury demurred, fear- 
ing that such a move would presage a higher interest-rate 
structure and hence either hinder its refunding program or 
hasten the much-predicted postwar recession. In March, April, 
and May, 1946, the preferential discount rate was eliminated 
by the System with assurances to the Treasury that the yield 
structure in the Government security market would be main- 
tained intact. 

By early 1947, it was evident that the transition to a peace- 
time economy had been accomplished successfully, and the 
problem of inflation appeared in clearer perspective. The Sys- 
tem became increasingly concerned about the strong induce- 
ment to investors to shift from short to long-term debt inherent 
in the wartime pattern of rates. Failing to obtain Congres- 
sional approval of Board proposals for special security reserves, 
the System opened discussions with the Treasury with a view 
to releasing the pegs in the short-term market. Though the 
Treasury felt the System to be somewhat over-anxious, an 
agreement was reached whereby the peg was pulled from the 


4See Robert V. Roosa, ‘Interest Rates and the Central Bank,’”’ and Allan 
Sproul, ‘““Changing Concepts of Central Banking,’ Money, Trade, and Economic 
Growth, Essays in Honor of John Henry Williams, New York: Macmillan, 1951, 
pp. 270-326. 
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3¢ of 1 per cent bill rate in July, 1947. In August, 1947, support 
was withdrawn from the % of 1 per cent rate on certificates. 

Attention was then shifted to the long-term sector. The 
Special Session of Congress was unwilling to grant authority to 
impose secondary and increased primary reserve requirements. 
Meanwhile, savings institutions continued their switches from 
Governments to higher yielding private securities. On Christ- 
mas Eve, 1947, the System lowered support prices in the Gov- 
ernment bond market. The Treasury had some misgivings 
about the desirability of this move, and the System was forced 
to purchase vigorously to maintain bond prices at par. 1948 
saw apparent agreement among the Treasury, the Board, and 
the New York Bank concerning the wisdom of the market 
stabilization program, although support operations more than 
offset the effect upon bank reserves of Treasury redemptions of 
System holdings. 

In 1949, the deflationary trend that appeared in the last 
quarter of 1948 became more pronounced. In May, reserve 
requirements were lowered, thus greatly increasing the demand 
for Governments on the part of the banks. The System pre- 
vented a sharp decline in the yields of long-term Governments 
by open market sales, which, in turn, reduced bank reserves. 
Thus the perverse proclivities of the pegged market regime were 
demonstrated in a period of recession as well. In these circum- 
stances, the System, on June 28, 1949, asserted its determina- 
tion to subordinate the policy of maintaining a fixed pattern of 
rates to one of providing the desired availability of credit. Sales 
were reduced, thus permitting an easing of money rates and 
halting the decline in bank reserves. This policy of monetary 
ease was continued by the System until the middle of Novem- 
ber, 1949. By this time, the improvement in business activity 
prompted the System to seek some firming in the yields of 
shorter maturities. New Treasury securities were issued on a 
gradually rising pattern of interest rates during the remaining 
months of the fiscal year 1950. However, the tendency toward 
higher rates was impeded by a new Treasury policy of announc- 
ing forthcoming offerings weeks instead of days in advance of 
the offering date, thereby committing the System to somewhat 
lengthy periods of support of prevailing market conditions. 
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Evidently, the “independence” gained by the System during 
the recession of 1949 did not apply in the upswing. 

Intervention in Korea aggravated the schizophrenic aspects 
of the Federal Reserve position. Hence, at a meeting of the Fed- 
eral Open Market Committee on August 18, 1950, it was de- 
cided to move immediately toward a more flexible policy. Fol- 
lowing the meeting, the Board announced its approval of an 
increase in the discount rate at the New York Bank from 1% to 
134 per cent. 

After the close of business on the same day, the Treasury 
announced the terms which would govern exchange offerings in 
September and October. These were the same terms which had 
applied to similar maturities in June and July before Korea. 
Thus, with these conflicting moves, the feud between the Fed- 
eral Reserve and the Treasury was carried into the open. 

In order to prevent a failure of the Treasury offering, the 
System embarked upon a gigantic turnover operation. Matur- 
ing issues were purchased freely, while other issues were sold 
from the System’s portfolio at attractive prices. Throughout 
the remainder of 1950, the System followed a policy of prevent- 
ing any move that might endanger the 2% per cent rate on 
long-term bonds while allowing short and intermediate-term 
rates to rise. 

Early the next year, however, the System altered its policy 
with regard to the long-term sector. In a memorandum pre- 
sented to the Secretary of the Treasury on January 3, 1951, the 
President of the New York Bank (who is also Vice-Chairman 
of the Federal Open Market Committee) suggested a slightly 
higher rate for long-term financing. On January 18, in an ad- 
dress before the New York Board of Trade, the Secretary of the 
Treasury stated that he had concluded after conferring with 
the President of the United States and the Chairman of the 
Board of Governors of the Federal Reserve System that new 
financing would be carried on within the pattern of the 2% per 
cent long-term rate. Following a meeting of the Federal Open 
Market Committee with the President on January 31, the 
White House and the Treasury issued statements to the press 
which implied continued support of the market stabilization 
policy by the Board of Governors. In a letter to the President 
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on February 7, the Chairman of the Board of Governors pro- 
tested the impressions conveyed to the public by these press 
releases. 

In view of the pitch to which the controversy had risen, the 
President, on February 26, directed the Secretary of the Treas- 
ury, the Chairman of the Board of Governors, the Director of 
Defense Mobilization, and the Chairman of the Council of 
Economic Advisers to seek a solution to the impasse. On 
March 4, 1951, the Accord was announced simultaneously by 
the Secretary of the Treasury and the Chairman of the Board 
of Governors. 

In reaching the Accord, consideration was first given to the 
problem of minimizing the monetization of long-term bonds. It 
was agreed that the Treasury would offer in exchange for out- 
standing 1967-72’s a nonmarketable, 234 per cent, 29-year 
bond, convertible at the option of the holder into 5-year mar- 
ketable notes. 

It was also agreed that open markct purchases by the Fed- 
eral Reserve System and the Treasury of other long-term secu- 
rities offered by private holders would be made to keep the 
market orderly but at scaled-down prices. 

Finally, attention was given to the pending task of refunding 
the large volume of short-term securities maturing or callable 
in the near future. An agreement was reached whereby an 
attempt would be made to force commercial banks to use the 
discount window rather than sales of shorts for purposes of 
reserve position adjustments. However, assurance of a satis- 
factory volume of exchange in the refunding of maturing 
Treasury issues was given by the System. 

Following the announcement of the Accord, the System 
immediately withdrew support of bank-eligible securities. It 
continued to purchase the long-term restricted 2'%’s in order 
to facilitate the Treasury exchange offering. Fixed support for 
long-term bonds was withdrawn on April 6, following the close 
of books on the conversion issue. In May and June, the System 
continued its support operations on a greatly reduced scale as 
the market flattened out. Thereafter no purchases of the long- 
term issues were made. Thus the Board of Governors, un- 
successful in its attempts to gain additional authority from 


































7. *s ee © ee ree oe 


aa 





184 IRA O. SCOTT, JR. 


Congress, had embraced the views of the New York Bank. 
The Treasury had capitulated.°® 

How effective was the new monetary policy? Had a lasting 
solution been found to the dilemma confronting our monetary 
authorities in the postwar period? 


THE EFFECT OF THE NEW MONETARY POLICY 

The immediate objective of the Federal Reserve System in 
pushing for a freer market in Government securities was evi- 
dently that of removing itself from the role of residual buyer at 
a fixed minimum price. The resulting decline in the rate at 
which new reserves and new money were being created would 
then presumably have an indirect, anti-inflationary effect. 
The initial impact of the unpegging should appear, therefore, 
in the portfolio policies of the institutional lenders and in the 
role of the Federal Reserve System in the Government security 
market. 

A marked downward trend in commercial bank holdings of 
Governments appeared early in 1950. This trend was reversed 
at about the time of the unpegging. In June, 1951, after com- 
pletion of the System’s support operations immediately follow- 
ing the Accord announcement, the commercial banks held $58.4 
billion in Government securities. The data reveal no apparent 
trend thereafter, with holdings at $58.8 billion in June, 1953. 
The rather erratic fluctuation of holdings above this level dur- 
ing the interim may largely be attributed to the under-writing 
operations of the commercial banking system in connection 
with the periodic purchase and sale of large issues of tax antici- 
pation securities. 

For several years before the Accord, insurance companies had 
been gradually unloading their Government portfolios. By 
June, 1951, their holdings stood at $17.1 billion. The rate of 


5 For references to the events recorded in this section, see the relevant annual 
reports of the Board of Governors of the Federal Reserve System, the Federal 
Reserve Bank of New York, and the Secretary of the Treasury; Monetary, Credit, 
and Fiscal Policies, Report of the Subcommittee on Monetary, Credit, and Fiscal 
Policies, Joint Committee on the Economic Report, 8ist Congress, 2d Session, 
Senate Document No. 129, Washington, D. C.: United States Government Print- 
ing Office, 1950 (Douglas Report), p. 29; Patman Replies, pp. 50-76, 346-363; 
Monetary Policy and the Management of the Public Debt, Hearings before the Sub- 
committee on General Credit Control and Debt Management, Joint Committee on the 
Economic Report, 82d Congress, 2d Session, Washington, D. C.: United States 
Government Printing Office, 1952 (Patman Hearings), pp. 942-966. 
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decline then decreased and holdings bottomed at $15.7 billion 
in June, 1952. Thereafter, holdings fluctuated near the $16.0 
billion level, where they remained in June, 1953. 

A similar pattern is revealed by mutual savings bank data. 
Gradual unloading continued through the Accord period. In 
June, 1951, holdings were $10.2 billion. By July, 1952, they 
were down to $9.6 billion, but then appeared to stabilize with 
$9.5 billion in June, 1953. 

The miscellaneous investor group, which includes savings and 
loan associations, dealers and brokers, and corporate pension 
funds, was gradually increasing its holdings prior to the Accord. 
In June, 1951, it held $10.7 billion in Government securities. 
For several months thereafter, holdings appeared to stabilize, 
but had climbed to $11.6 billion by June, 1952, and $12.8 billion 
by June, 1953. 

The Federal Reserve System added rapidly to its holdings 
after the outbreak of war in Korea and held 23.0 billions in 
Governments in June, 1951.° During the following year, hold- 
ings fluctuated somewhat above this level but stood at 22.9 
billions in June, 1952. By June, 1953, holdings had increased 
to 24.7 billions. 

In June, 1951, daily average member bank reserve balances 
totaled $19.3 billion. By June, 1952, these balances were at the 
$20.1 billion mark, which they approximated thereafter with 
$20.3 billion in June, 1953. During the same period, demand 
deposits adjusted, for all commercial banks, exhibited a marked 
upward trend. These demand liabilities were $89.0, $94.8 and 
$96.9 billion on June 30, 1951, 1952 and 1953, respectively. 
Thus some expansion of member bank reserves and a substan- 
tial increase in the money supply occurred in spite of the new 
policy of restraint. 

However, at the same time, the index of industrial production 
was apparently rising. In June, 1951, the adjusted index 
(1935-39 = 100) stood at 221. In June, 1952, the index had 
fallen to 204, largely due to a labor-management dispute in the 
steel industry. Afterwards, the index attained record highs for 
the postwar period, and stood at 240 for June, 1953. 

‘The uncertainty Bry ny by the Treasury-Federal Reserve dispute un- 


doubtedly contributed to this expansion in the System’s Government security 
portfolio. 
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Price indices, on the other hand, showed stabilizing or down- 
ward tendencies. After peaking in February-March, 1951, the 
index of wholesale prices (1947-49 = 100) stood at 115.1 in 
June, 1951; 111.2 in June, 1952; and 109.5 in June, 1953. The 
index of consumer prices (1947-49 = 100) continued a gradual 
rise from 110.8 in June, 1951, to 113.4 in June, 1952, and then 
appeared to be stabilizing, with 114.5 in June, 1953. 

What do these data reveal about the effectiveness of the new 
monetary policy? It is perhaps unnecessary to remind the 
reader of the unsurmountable obstacle in the way of subjecting 
any economic policy to rigorous test. To do so would require a 
knowledge of what the pattern of events would have been with- 
out the policy in effect. This knowledge, of course, is unattain- 
able. The best that can be done is to suggest alternative inter- 
pretations of the facts at hand. 

To begin with, the Federal Reserve System was able to pull 
off the unpegging without precipitating a crisis in the Govern- 
ment security market. Of the three institutional groups which 
were the object of concern before the unpegging, the commer- 
cial banks appeared to have stabilized their holdings of Govern- 
ments early in the post-Accord period. The insurance company 
and mutual savings bank groups did not appear to have reached 
a stable level of holdings until about a year later. It is, of course, 
impossible to attribute unequivocally these changes in portfolio 
policy to central bank action. The Accord may well have 
caught the institutional lenders at or near what seemed to be 
proper portfolio balance. It can, on the other hand, be argued 
that the proportion of Governments in institutional portfolios 
is still relatively high when considered in a broad historical 
perspective. Moreover, liquidity needs are undoubtedly lower 
now than formerly because of the prevalence of Government 
guarantees of bank deposits and loans of various kinds. It is 
quite possible, however, that in other circumstances, the 
change in monetary policy would have had little effect, or 
worse still, have set off a wave of selling which would have 
made the System’s new role untenable. 

The data on bank reserves and the money supply indicate 
that the System approached the free market regimen with some 
caution. Indeed, if free reserves (excess reserves less borrowings 
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from the System)’ can be taken as an index of the tightness of 
credit policy, pressure on the member banking system did not 
develop before mid-1952. On the other hand, when the growth 
in industrial output and the behavior of prices are taken into 
account, the expansion of the money supply appears to be con- 
sistent with a policy of “neutrality” on the part of the central 
bank, a policy designed to permit an increase in circulating 
media commensurate with the increase in real output. 

The chief difficulty in evaluating the effectiveness of the new 
monetary policy lies in its timing relative to the outbreak of 
hostilities in Korea. Personal consumption expenditures surged 
upward at that time and again with the Chinese intervention. 
The recession in consumption expenditures in the second quar- 
ter of 1951 doubtless represented a reaction to these post- 
Korean excesses. New orders and sales of manufacturers also 
appeared to stabilize early in 1951 with perhaps some uninten- 
tional inventory accumulation throughout the year. The early 
peaking of the wholesale price index has already been noted. 
To say the least, the new monetary policy was introduced under 
extremely favorable circumstances. Moreover, no allowance 
has been made for the influence of selective credit controls and 
the voluntary credit restraint program in effect at the time of 
the Accord.® 


THE REVIVAL OF MONETARY POLICY? 


The Accord has been widely acclaimed as the precursor of a 
rejuvenated monetary policy. Long defunct, in depression and 
in war, quantitative credit controls are now gaining increasing 
acceptance as instruments of economic policy. However, the 
role of monetary policy may still be a relatively limited one. 

In the first place, little satisfaction can be gleaned from the 
factual recital of the preceding section. The real forces of the 
economy were particularly susceptible to credit restraint at the 

7 This conception of free reserves is to be credited to Mr. Irving M. Auerbach. 

8 For statistical material cited or referred to in this section, see the Federal 
Reserve Bulletin and Survey of Current Business. 

Emphasis has been placed in some quarters upon the income distribution effect 
of the new monetary policy. However, when the effects upon tax payments, 
service charges, insurance premiums, and returns to owners of mutual companies 


are taken into account, the magnitudes involved in the redistribution of income 
are not readily ascertained. 





188 IRA O. SCOTT, JR. 


time of the Accord. Thus, the new policy has hardly been sub- 
jected to adequate test. 

Secondly, the impression that the Accord ushered in a free 
market era is a mistaken one. Public statements by Treasury 
and Federal Reserve officials’ notwithstanding, the System has 
carefully followed money market developments and has gen- 
erally offered some degree of support to Treasury financing 
operations. The frequency of System intervention is under- 
standable when one considers that, on June 30, 1953, for exam- 
ple, over 50 per cent of the outstanding marketable debt was 
due or callable within a twelve-month span.” The necessity of 
System intervention is demonstrated by the difficulties which 
confront the Treasury in keeping the debt lodged. The danger 
of perverse movements in demand due to the influence of ex- 
pectations must be guarded against. In addition, the market 
for any particular issue is likely to be thin relatively to the size 
of the offering. The absorptive capacity of the dealers who 
make the market must be measured in millions rather than 
billions of dollars. In the case of refundings, a short-term 
security must be replaced by a comparatively long-term issue, a 
fact which further complicates the Treasury’s problem." 

Though monetary policy has a freer rein now than before 
the Accord, there remains the conflict inherent in the dual 
responsibility for credit policy and for stability in the Govern- 
ment security market, a conflict which would most assuredly 
become more serious in a period of strong inflationary pressures. 
Steps can be, and have been, taken toward funding the floating 
debt. However, the debt can be funded within or proximate to 
the existing rate structure and placed in firm hands only over 
an extended period of time. Treasury policy during the first 
half of 1953 bears this fact out. The avowed intentions of the 
Eisenhower administration to fund the debt were frustrated by 
market needs for shorter maturities. Thus, the dilemma of the 
public debt remains. The debt has at once increased the sensi- 
tivity of the economy to monetary control and the skill which 
must be employed in the exercise of that control. 


® To the effect that the Treasury must ‘‘meet the market,”’ etc. 

10 Daily Statement of the United States Treasury. 

11 Cf. Robert V. Roosa, “Integrating Debt Management and Open Market 
Operations,” American Economic Review, Papers and Proceedings, Vol. XLII, 
No. 2, May, 1952, pp. 215-217. 
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While this review has been oriented toward the problem of 
inflation, a few concluding remarks will be made regarding the 
implication of recent developments for monetary control as an 
instrument of anti-deflationary policy. After monetary policy 
had fallen into disrepute in the ’thirties, there appeared to be 
some tendency to underestimate its potentialities as a means of 
anti-inflationary control in the postwar period. Now that it 
has regained some status in this area, there is perhaps a con- 
tinuing danger, inherent in the tendency to think symmetri- 
cally, of overestimating the potentialities of monetary policy 
as an anti-deflationary weapon. It is certainly true that the 
financial community is no longer as vulnerable to panic as it 
was in the ’twenties. The fact that the great financial inter- 
mediaries now have large holdings of securities which are either 
the direct obligation of, or guaranteed by, the United States 
Government, and for which the Federal Reserve System would 
presumably make a market, practically precludes the recurrence 
of the liquidity crisis which in times past has accentuated the 
downswing. Thus, it may well be true that financial panics 
have become the proper study of economic historians. And, 
by the same token, the upturn will not have to wait upon a 
more favorable monetary environment. However, the problem 
of effective demand remains. The central bank now has the 
power to transform significant portions of institutional port- 
folios into cash through its open market policy. But in the face 
of declining demand, businessmen may be as insensitive to an 
increase in the availability of credit, as they are to a decrease in 
its cost. Hence, little in the recent period can be taken as rid- 
ding the cyclical aspects of monetary policy of its asymmetrical 
features. 





SOME ASPECTS OF FAMILY ALLOWANCES AND 
INCOME REDISTRIBUTION IN CANADA 


Joseph W. Willard* 


N classical economic thought, and in the concept of public 
finance which was an outgrowth of that thought, the idea of 
income redistribution through taxation was justified on egali- 
tarian and not economic grounds. Progressive taxation de- 
signed to reduce the income of those in the higher income 
brackets for the purpose of financing social assistance pay- 
ments for those with little or no income was dictated solely on 
the grounds of social justice. From the classical economic view 
it meant an increase in current satisfactions at the expense of 
more rapid economic progress. 

It was at this point that a measure of disagreement arose 
between the views of the social reformer and the classical 
economist. The social reformer was usually impressed with the 
humanitarian needs that had to be met at the moment, that is, 
in the short run. He tended to concentrate on public welfare 
objectives which involved the extension of social legislation for 
the improvement of factory conditions, the provision of social 
services in fields of health, welfare and education and the 
provision of income maintenance payments for certain con- 
tingencies. To the extent that he became preoccupied with 
these goals as an end in themselves, his attention was focused 
on egalitarian measures for distributing the existing economic 
cake. The classical economist, on the other hand, looked to the 
alleviation of want and the improvement of the welfare of the 
people generally as by-products of the development of greater 
productivity. These would be achieved in the long run by 
continually making current sacrifices for the purpose of accum- 
ulating savings from which capital and the productive capacity 
of the economy would be built up. The major emphasis was on 
increasing the size of the economic cake. 

In recent years there appears to have been a greater ap- 
preciation on the part of economists of the idea that social 
security payments for the purpose of maintaining human re- 


* The opinions expressed are, of course, the author’s and not necessarily those 
of the Department. 
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sources are not merely “‘spent’’ but are in some measure “‘in- 
vested” and that they may reap future returns in productivity. 
This is particularly true in the case of social services and pay- 
ments directed towards the improvement of the health and 
well-being of the child population, which represents the labor 
force of tomorrow. In a country such as Canada, which has 
already developed its industrial capacity to a high order, the 
channeling of some of the nation’s current savings into ‘‘peo- 
ple’’ through social security programs in order to assist in 
maintaining an adequate standard of health and decency not 
only meets a number of the more pressing social problems at 
the moment, but also, over the long-run, is a factor in improv- 
ing the nation’s plant and equipment in terms of human re- 
sources. 

However, a more important shift in the economic viewpoint 
on another issue has taken place within the last two decades. 
The widespread unemployment of the depression in the thirties 
led to an appreciation of the fact that deficit-financed public 
works projects and relief payments had an important pump- 
priming effect for the economy quite apart from any humani- 
tarian benefits to the recipients receiving direct aid from these 
programs. The concept of cyclical budgeting gained widespread 
support. And in this general climate of economic opinion Lord 
Keynes developed a new approach to the general factors which 
determine the level of income and employment in which em- 
phasis was placed on the role of effective demand and com- 
pensatory spending. Throughout this period the traditional 
concept of public finance underwent a major change; govern- 
ment fiscal policies were viewed as instruments for influencing 
the magnitude and direction of income flows throughout the 
economy. With the objective of a high level of income and 
employment, public investment could be used as a “com- 
pensator,’’ economic activity could be dampened or stimulated 
through tax and credit policies and income maintenance 
schemes under the social security program could be used to 
encourage a high level of consumption and a measure of sta- 
bility in purchasing power. 

It was under this new era of economic thought that a com- 
prehensive program of fiscal payments which were directed 
towards increasing aggregate demand through the strengthen- 
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ing of the economic position of the family began to receive more 
general support from economists. Prior to this, the idea of 
special allowances for children had been advocated mainly by 
social reformers and by a few economists in the field of labor 
economics who were concerned about family needs in relation 
to the adequacy of wages and wage negotiations. These new 
developments in economic thought not only brought about a 
wider acceptance on the part of economists of the idea of such 
allowances, but also helped to develop a concept of family al- 
lowances as universal payments to all children of a prescribed 
age financed from general revenues as opposed to partial 
coverage schemes limited to the children of wage earners and 
financed mainly by a payroll tax on employers. It is of interest 
to note, therefore, that when a general system of family allow- 
ances was introduced in Canada in 1944, the Government’s 
announced purpose in passing the legislation included both 
social welfare and economic objectives. 

It is not possible within the brief compass of this discussion 
to cover adequately all aspects of this legislation. However, a 
few comments concerning the background of family allowances 
in relation to welfare considerations, war finance, labor eco- 
nomics and fiscal policy may do much to explain why the 
measure enjoyed support from social reformers and econo- 
mists alike. This review of some of the socio-economic aspects 
that formed part of the general setting at the time the measure 
was adopted leads naturally to an outline of the nature of the 
program adopted and of the scope of the expenditures since its 
inception and to an analysis of some of the income redistribu- 
tion effects. Finally, because there has been some misunder- 
standing concerning the factor of the Canadian program to 
population policy a brief note on a few demographic aspects 
has been added. 


SOME WELFARE CONSIDERATIONS 


The case for family allowances from a welfare point of view 
rests largely on the fact that children increase the economic 
burden of the family without providing compensatory income 
by which the burden can be offset. The growth of industrializa- 
tion and the concentration of population in urban areas in our 
modern industrial society have tended to accentuate this bur- 
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den. The introduction of legislation relating to child labor, the 
raising of the school leaving age, the development of certain 
economic and social pressures for children to remain in school 
as long as possible and to take higher educational training, the 
increase in the number and proportion of families living on 
wage income in industrial centres relative to those living on 
farm income in rural areas, have all contributed to the decline 
in the economic value of children. Put in another way, these 
and other factors have greatly increased the period during 
which children remain an economic liability to the family. 

Sir William Beveridge in his report on Social Insurance and 
Allied Services published in 1942 pointed out that social surveys 
of the conditions of life in a number of principal towns in Great 
Britain had revealed that poverty was due to two causes, the 
interruption of earnings because of unemployment and illness 
and the situation where the breadwinner had too large a family 
in relation to his wages. Of all the want shown in these studies, 
according to the precise standard of want chosen, roughly one- 
quarter to one-sixth was the result of failure to relate income 
earned to the size of the family.' 

In his article on “‘Children and Family Income”’ published in 
1945 in the Social Security Bulletin, Thomas J. Woofter dis- 
cussed some of the socio-economic aspects of this question in 
the United States. He pointed out that while variations in 
family unit income resulted both from differences in total 
family income and in family composition, the most striking 
differences were those among families with different numbers 
of children. His analysis of children and family income led 
Mr. Woofter to comment that 


“This concentration of children in low-income families has disturb- 
ing possibilities for the size and quality of future generations. Since 
nearly half of the children are growing up in a relatively few larger 
families, and since most of these families have an extremely thin 
margin of security, there tends to be a vicious circle in this segment 
of the population: children in large families with low incomes lack 
adequate opportunities for development and grow up to be dis- 
advantaged parents of another disadvantaged generation.’”? 


aaa Sir William, Report on Social Insurance and Allied Services, 1942, 


p. 7. 
2 Woofter, Thomas J., ‘‘Children and Family Income,”’ Social Security Bulletin, 
Vol. 8, No. 1, January 1945, Social Security Board, Washington, D.C. 
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In his statement to the Canadian House of Commons in July 
1944 during the debate on the family allowances legislation, 
Prime Minister King mentioned that of the gainfully employed 
in Canada, 48 per cent were single, that 39 per cent of those 
who were married or widowed had no children under age 16, 
and that 40 per cent of those with children under 16 had only 
one child. This meant that 84 per cent of the children in 
Canada under age 16 were dependent upon only 19 per cent 
of the gainfully employed. The Prime Minister went on to 
suggest that the major burden of raising the next generation 
and perpetuating the Canadian nation was falling on less than 
one-fifth of the working population, and that it was only fair 
that this financial burden should be shared by all. 

Most governments have been aware of the elements in 
modern industrial society which are hostile to the family. Much 
of the motivation behind the institution of free education was 
an attempt to counter them. The provision of certain exemp- 
tions under personal income tax is a negative recognition of the 
additional economic burden of children. The adoption of family 
allowance payments is a positive application of this principle 
which extends acknowledgement of the added financial needs 
of parents to those with low incomes, whereas the tax exemp- 
tion recognizes this burden only for parents in more fortunate 
circumstances. Many governments, in their role as employer, 
have already adopted the principle of family allowances with 
regard to the remuneration of the armed services; and this 
provision of allowances for dependents of members of the 
armed forces has usually been extended to the dependents of 
veterans who have been disabled or killed. In a number of 
European countries, France, Belgium, the Netherlands, Ger- 
many, Austria and Czechoslovakia, governments made provi- 
sion to provide family allowances for government employees. 
Many of these special allowances for public servants arose out 
of the inflationary pressures of World War I and the postwar 
period and were initially adopted as a type of cost of living 
bonus. The principle of additional benefit payments for de- 
pendents has also been followed in a variety of ways in different 
countries under social assistance and social insurance programs. 


* Debates, House of Commons, Dominion of Canada, 1944 Session, Vol. V, 
pp. 5330-5331. 
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However, these developments took place in a piece-meal fash- 
ion. They were usually in response to the pressing needs of a 
specific situation. While the principle was the same as that 
involved in the case of a general system of family allowances, 
an appreciation of its implications for the over-all problem 
developed slowly. 

The recognition of the special needs of families with children, 
particularly those with low incomes, and the advocacy of family 
allowances as a means of attacking poverty in these families 
and of ensuring a greater measure of equality of opportunity 
for children was one of the great contributions in the early 
writings of social reformers such as Eleanor Rathbone. The 
campaign for family allowances in Great Britain received much 
of its impetus from the publication in 1924, of her classic work 
on the subject, “‘The Disinherited Family.”’ A few years ago 
Lord Beveridge mentioned how he had read this book when it 
first appeared. ‘‘Till that time,’’ he wrote, ‘‘as I once said to 
Eleanor Rathbone, in concentration on other problems of 
unemployment, population and so forth, I had been apt to 
regard her and her Family Endowment Society as slightly tire- 
some creatures, with a particularly loud bee in each of their 
bonnets. . . . I became and remained one of Eleanor Rath- 
bone’s enthusiastic followers.’’* It was not until 1942, however, 
when he published his Report on Social Insurance and Allied 
Services that Beveridge himself made a significant contribution 
in support of the principle of children’s allowances. Speaking 
before a Parliamentary Committee on Social Security in 
Canada the following year, Beveridge stated that the pro- 
posal for children’s allowances was the most revolutionary 
thing in his report.® 

A few months after the appearance of the Beveridge Report, 
its counterpart in Canada, prepared by Dr. L. C. Marsh, was 
published. Two advisory committees, one on Economic Policy 
and the other on Reconstruction had been established by the 
Government to carry out socio-economic planning for the post- 
war period and it was for the latter Committee that Dr. Marsh 

‘Epilogue by Lord Beveridge in ‘‘Family Allowances” by Eleanor Rathbone, 
enlarged new edition, 1949, Geo. Allan Unwin Ltd., London, p. 270. 


5 Minutes of Proceedings and Evidence No. 13 of Special Committee on Social 
Security of House of Commons, Canada, May 25, 1943, p. 376. 
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had prepared his report on “Social Security for Canada.’’* The 
Beveridge and Marsh reports arrived on the scene at a time 
when there was wide-spread interest in questions relating to a 
better postwar world. They had a considerable impact on 
Canadian thinking with regard to the question of social security 
and numerous references were made to the reports during the 
Parliamentary debates on the family allowances legislation. 
While family allowances had been advocated in Canada for 
many years prior to the publication of these reports, the whole 
concept seemed to take on an air of respectability not enjoyed 
heretofore. 

The Marsh proposal for a system of family allowances was 
the first of its kind to be presented to any government in 
Canada as a result of the several official enquiries into questions 
relating to social security prior to that time. Family allowances 
were studied by a Federal Parliamentary Committee in 1929 
and by a Social Insurance Commission in the province of 
Quebec in 1933, but in neither case was there any recommenda- 
tion for particular action. The report of the Royal Commission 
on Dominion-Provincial Relations, published in 1941, dealt 
with a number of proposals and put forward a number of 
recommendations concerning social legislation, but made no 
mention of the subject of family allowances. 

The Marsh report broke new ground in Canada not only in 
advocating family allowances but also in placing this scheme in 
a key position relative to a general social security program. A 
central and chronic problem in social insurance and social 
assistance is the conflict in arriving at a rate of benefit which 
on the one hand satisfactorily meets the income needs of wage 
earners with a number of dependents and, on the other hand, 
is not too high in relation to wages. Family allowances offer a 
solution to this problem. Payments are made whether or not 
the wage-earner is unemployed and a more adequate income 
can be assured recipients of insurance and assistance payments 
without the same dangers of encouraging malingering and of 
damaging work incentives. A satisfactory universal system of 
allowances complements other income maintenance programs 
by overcoming the necessity of built-in benefit provisions for 


* Marsh, Leonard C., Report on Social Security for Canada, prepared for Ad- 
visory Committee on Reconstruction, 1943, Kings Printer, Ottawa. 
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dependents in each income maintenance program. One of the 
important contributions of the Beveridge Report was the 
emphasis upon this role of family allowances in the social 
security structure. This idea was again emphasized by Marsh 
in his report and appeared prominently during the parliamen- 
tary discussions on family allowances in Canada. 


FAMILY ALLOWANCES AND WAR FINANCE 


While Beveridge, Marsh and others visualized a general sys- 
tem of family allowances as a part of a social security program 
and as such put the proposal forward during Worid War II asa 
postwar measure, it was Keynes who recognized the significance 
of these varying family income needs in relation to war finance 
and incorporated the idea as a wartime measure in his program 
for financing the war. A proposal for the implementation of a 
State program of children’s allowances as a part of a plan for 
reconciling the demands of war and the claims of private con- 
sumption was put forward by Keynes early in the war. 

In three articles appearing in The Times in November 1939, 
Keynes set out a first draft of proposals under the description 
of ‘‘Compulsory Savings.’’ In a small book published in 1940,’ 
Keynes combined the content of these articles which mostly 
dealt with questions of financial technique, with certain sugges- 
tions of social gains for which this technique opened the way. 
In this revision he 


“endeavoured to snatch from the exigency of war, positive social im- 
provements. The complete scheme now proposed, including universal 
family allowances in cash, the accumulation of werking class wealth 
under working class control, a cheap ration of necessities, and a capi- 
tal levy (or tax) after the war, embodies an advance towards eco- 
nomic equality greater than any which we have made in recent 
times.””® 


The character of the problem for which Keynes was trying to 
offer a solution may be stated briefly. When a nation raises its 
output to the highest figure which its resources and organiza- 
tion will permit, and from the sum of this output, together with 

7 Keynes, J. M., How to Pay for the War, Macmillan and Co., Ltd., St. Martin’s 


Street, London, 1940. 
® Ibid., p. iii, iv; italics J. W. Willard. 
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imports, are deducted exports and the requirements of war, 
then the residual is what is left over for civilian consumption. 
The amount of this residual consumption depends only to a 
minor extent on the amount of money held by the public and 
on their desire to spend it. Thus, in an all out war, with the 
economy at full productive capacity the amount of the goods 
and services available for consumption is fixed. Any augmenta- 
tion of effort should be directed towards a more effective pros- 
ecution of the war and not towards higher consumption. Even 
though the money earnings of the public may increase, the 
public as a whole cannot increase consumption, for prices will 
rise and the additional money expended will be offset by in- 
creased cost of the purchases. An individual can only increase 
his portion of total consumer goods and services at the expense 
of some other individual or group of individuals. 

In a war of survival it was obvious that the amount of goods 
available for civilian consumption would have to be diminished 
and that the increased amount of money available for expendi- 
ture by consumers would not be matched by an increased 
quantity of consumption goods. If serious inflation was to be 
avoided some means of withdrawing excess purchasing power 
had to be instituted. Voluntary savings were helpful in limiting 
the size of the problem but were insufficient. 

Facing these problems squarely, Keynes set out a plan which 
indicated how much could be made available for civilian con- 
sumption and how it might be wisely distributed. He sum- 
marized this plan as follows * 


“The first provision in our radical plan is, therefore, to determine 
a proportion of each man’s earnings which must be deferred ;—with- 
drawn, that is to say, from immediate consumption and only made 
available as a right to consume after the war is over. 

“The second provision is to provide for this deferred consumption 
without increasing the national debt by a general capital levy after 
the war. 

“The third provision is to protect from any reductions in current 
consumption those whose standard of life offers no sufficient margin. 
This is effected by an exempt minimum, a sharply progressive scale 
and a system of family allowances. 

“The fourth provision, rendered possible by the previous provi- 


® Ibid., pp. 10-11; italics author’s. 
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sions but not itself essential to them, is to link further changes in 
money-rates of wages, pensions and other allowances to changes in 
the cost of a limited range of rationed articles of consumption, an 
iron ration as it has been called, which the authorities will endeavour 
to prevent, one way or another, from rising in price.” 


Early in the war, the Federal Government in Canada had 
implemented selective price and wage control policies and 
various fiscal devices including credit restrictions, high per- 
sonal and corporate taxes, excess profit taxes, compulsory 
savings and the encouragement of voluntary savings through 
war saving certificates and bonds. These policies were directed 
towards financing war expenditures and the siphoning off of 
excess purchasing power for civilian goods and services with a 
view to maintaining a stable economy that would ensure an 
adequate supply of men and materials for the war effort. 

It seems probable that Keynes’ proposal for children’s allow- 
ances as a part of a war finance program, which in many respects 
was the most novel part of his plan, broke the first ground in 
the minds of government financial advisers in Canada. Keynes 
commanded unusual respect among economists in Canadian 
governments financial circles and his proposal was presented 
with lucidity and forcefulness at the outset of the war. 

During the Parliamentary debates when the family allow- 
ances legislation was introduced in July 1944, Mr. Brooke 
Claxton who later became the Minister responsible for im- 
plementing the new program, emphasized the economic aspects 
of the measure. He referred Members of the House interested 
in the program from the economic as well as from the social 
point of view to Lord Keynes’ book on ‘‘How to Pay for the 
War” and quoted a passage from it in which Keynes said: 


“At first sight it is paradoxical to propose in time of war an expen- 
sive social reform which we have not thought ourselves able to 
afford in time of peace. But in truth the need for this reform is so 
much greater in such times that it may provide the most appro- 
priate occasion for it.” 


There were particular circumstances with regard to Canada’s 
wage-price stabilization policy which commended such a pro- 
gram at the time. There had been a considerable amount of 
dissatisfaction in the labor movement concerning certain as- 
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pects of the wage control policy during 1942 and 1943. A great 
deal of controversy had centred around the hardship of this 
policy on the lower income groups and the need for free collec- 
tive bargaining to determine wage rates at the lower end of the 
wage scale. Early in 1943, a critical war year, the Government 
narrowly averted a serious strike in the steel industry. In the 
midst of this dispute, the National War Labour Board was 
reconstituted and the new Board announced that 


“the situation prevailing in Canada today in respect to labour mat- 
ters generally, and having particular regard to the existing war 
emergency, makes it appear necessary and advisable that a public 
enquiry into matters affecting labour relations and wage conditions 
should be instituted at once.’ 


The Majority Report of the Board arising out of this enquiry 
which was presented to the Government in August 1943 con- 
tained a recommendation for the implementation of a system 
of family allowances. In discussing this problem of low income 
the Majority Report expressed the view of the Commissioners 


“that workers earning 50 cents per hour or less should be left free to 
bargain without controls. However, if such a recommendation 
would, in the opinion of the Government’s financial advisers, place 
too great a burden on the price ceiling, we recommend in the alterna- 
tive a system of family allowances on the principles enunciated 
above. We are aware that family allowances usually find their 
place in a general program of social security, rather than as a part 
of a wage control policy. But substandard wages are indefensible 
at all times; and if the authorities having the responsibility of policy 
with regard to fiscal matters and cost-price relationships do not 
see their way clear to remove during the war emergency the control 
of wages below the level of 50 cents, then we can think of no other 
solution for the case of the head of a family who is receiving a sub- 
standard wage, than a system of family allowances.””"! 


In December 1943 certain changes were made in the wage 
control policy and machinery with a view to providing, among 
other things, for an orderly rectification of any gross inequali- 
ties and injustices in wage rates in so far as this was consistent 

10 Labour Gazette, April 1943, p. 437. 

11 Majority Report of National War Labour Board arising out of its Public 


Inquiry into Labour Relations and Wage Conditions, Ottawa, August 19, 1943, 
Supplement to Labour Gazette, February 1944, pp. 8-9. 
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with the paramount principle of the maintenance of the stability 
of prices. In the fall of 1943 speculative reports appeared in 
the press indicating that the Government would introduce a 
family allowance program and in January 1944 it was officially 
announced in the Speech from the Throne that such a measure 
would be implemented during that session. 

The Minority Report of the War Labour Board and the 
stand taken by the two largest labor organizations, the Trades 
and Labour Congress of Canada and the Canadian Congress of 
Labour, were hostile to the suggestion of a scheme of family 
allowances.'* There was a suspicion that the program would 
be a substitute for adequate wage-levels. The position taken 
by these labor bodies was modified as the nature of the new 
legislation was made known and the full implications of the 
measure in terms of income redistribution and an over-all social 
security program were better understood; within a matter of 
months opposition to the program on the part of this sector of 
organized labor was dropped. 

When it was first announced in January 1944 that family 
allowances legislation would be introduced, the war was still in a 
critical stage and the possibility of the struggle extending many 
more years seemed a very real one. And if it had, inflationary 
pressures would undoubtedly have continued and probably 
would have become accentuated. Under these circumstances 
family allowances would have provided a very useful instru- 
ment of social policy as a part of a wage-price stabilization 
program in a wartime economy. The payment of allowances for 
children would have served to mitigate the worst cases of hard- 
ship with a much smaller impact on the general cost structure, 
than a general rise in wages to meet higher living costs which 
would have generated further upward pressure on prices. How- 
ever, as events turned out, the legislation became operative 
only a few weeks prior to the termination of the World War II. 


FAMILY ALLOWANCES AND FISCAL POLICY 
The economic argument for family allowances in terms of 


general fiscal policy undoubtedly counted for much with the 
Canadian Government. There was concern about the problem 


12 The Canadian and Catholic Confederation of Labour supported the principle 
of family allowances. 
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of maintaining a high level of employment and income in the 
postwar period. In introducing the legislation in the House of 
Commons, Prime Minister King pointed to the fact that 


‘the expenditure of money paid out for family allowances will create 
a demand for goods and, thereby a demand for labour for the produc- 
tion of those things that are in daily use in all parts of the country. 
The importance of the stimulus to employment cannot, I think, be 
too greatly emphasized. The one supreme object of all our work of 
reconstruction is to prevent the possibility of lack of employment 
by seeing that we have maximum production and, as a consequence, 
a large national income . . . this instrument will help prevent 
anything like the depressions that have followed in previous periods 
in the wake of wars.’’!* 


It was suggested at this time that the program would form a 
substantial part of a well-balanced program for maintaining 
adequate employment after the war. This program was subse- 
quently outlined in a Paper on Employment and Income pre- 
sented to Parliament in April 1945, by the Minister of Recon- 
struction and in the Proposals of the Dominion Government to 
the Dominion-Provincial Conference on Reconstruction in Au- 
gust of the same year. The objectives were ‘“‘high and stable 
employment and income, and a greater sense of public responsi- 
bility for individual economic security and welfare.’’** The 
plans to achieve these objectives included a broad range of 
policies to maintain a high level of investment’ and to extend 
social security programs both for humanitarian and economic 
reasons. 

The economic argument for social security was based upon 
the fact that a significant volume of income maintenance pay- 
ments 


“flowing into the consumer spending stream will stabilize the econ- 
omy of the country as a whole and work against a fall in the national 
income. Social security payments therefore become, in these cir- 
cumstances, a powerful weapon with which to ward off general 
economic depression.’’! 


18 Debates, House of Commons, Canada, 1944 Session, Vol. V., p. 5333. 

14 Proposals of the Government of Canada, Dominion Provincial Conference on 
Reconstruction, August 1945, p. 7. 

18 This included plans for taxation reform, export credits, floor prices, and a 
program for the timing of public investment. 
6 Tbid., p. 28. 
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It was pointed out that “the achievement of a greater stability 
in the flow of consumption expenditures is dependent, to a 
significant degree, on the policies that are adopted to protect 
basic incomes of the groups whose position is most precarious.’’” 

There was the suggestion, too, that strong support for con- 
sumption expenditures through social security transfer pay- 
ments would assist in generating a higher level of employment 
and income, which, in turn, would be of assistance in financing 
such programs. ‘What is in the first instance a transfer of in- 
come will be ultimately paid for, in substantial part, out of an 
increase in income.’ 

It can be seen from the nature of the statements made by 
members of the Government of the Day and in the official 
documents setting down Canada’s plans for postwar economic 
policies that it was not by chance that some reference to Keynes 
and Hansen appears in Hansard in the discussion of family al- 
lowances in Canada. There was a marked Keynesian influence 
with regard to ideas that had a direct application to the eco- 
nomic desirability of a program such as family allowances. 
Lord Keynes had, in an indirect way, made a contribution to 
the thinking about family allowances, through his introduction 
to economic literature of the concept of the propensity to con- 
sume and through the new perspective he introduced with 
regard to the question of full employment, and this influence 
was extended by the writings of Professor Hansen and others 
both through the development and elaboration of the concept 
of the consumption function and in the emphasis given to the 
role of fiscal policy in planning for full employment. 

Payments under the family allowances program have the 
effect of increasing the incomes of families in the lower income 
groups. They involve a transfer of income from those with 
higher incomes who have lower marginal propensities to con- 
sume to families with a relatively high propensity to consume. 
Thus, the net effect is to increase the propensity to con- 
sume. The increased expenditures on consumption result in a 
greater total of consumption expenditures than the initial ex- 
penditures would indicate. The extent of the cumulative effects 


1 Tbid., p. 6. 
#8 Paper on Income and Employment, April, 1945, p. 5. 
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of the initial expenditures depends, of course, upon the magni- 
tude of the leakages. 

The allowances not only increase the purchasing power of 
those who need the money, they put this additional buying 
power in the hands of those who are most certain to use it 
immediately. Those in the lower income groups who are dis- 
saving or have a very high marginal propensity to consume 
will tend to spend the allowances promptly and wholly. It 
should be noted, too, that in contrast with public works, these 
transfer payments tend to increase aggregate demand without 
intruding upon the province of private enterprise; and they 
provide a large sector of private enterprise with a greater meas- 
ure of stability in the market for their products. The fact that 
the payments are continuous and non-seasonal also provides 
some measure of stability in the flow of this type of purchasing 
power. Further, the allowances are channeled to recipients over 
the full range of occupations from one end of the country to the 
other. 

Lord Keynes suggested in the General Theory that ‘‘measures 
for the redistribution of income in a way likely to raise the 
propensity to consume may prove positively favourable to the 
growth of capital.’’’® This point was brought out by Mr. J. R. 
Beattie, economist and a senior official in the Bank of Canada, 
in an article published in the Canadian Journal of Economics 
and Political Science in August 1944, in which the problem of 
full employment in Canada was discussed. Mr. Beattie sug- 
gested ‘‘that public investment should not be expected to fill the 
whole employment gap, and that policies designed to reduce 
savings and increase our propensity to consume will also be 
necessary. However, it should be noted that raising the tend- 
ency to consume does not necessarily reduce the absolute level 
of capital investment. If full employment cannot be maintained 
without positive measures to promote consumption, these may 
well lead to a higher volume of investment than would other- 
wise take place. I suspect there is unconscious resistance 
within all of us to an idea so countered to the principles on 
which we were brought up.’’” 


1% Keynes, J. M., General Theory of Employment, Interest and Money, Har- 
court Brace & Co., 1936, p. 373. 

2 Beattie, J. R., ‘‘Some Aspects of the Problem of Full Employment,” The 
Canadian Journal of Economics and Political Science, August 1944, p. 336. 
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While the main and immediate effect is in the field of con- 
sumption expenditure, this increase in consumer spending may 
also generate induced investment in accordance with the Ac- 
celeration Principle. 

The magnitude of the ‘‘acceleration leverage’’ as Professor 
Alvin Hansen has pointed out will depend upon the character 
of the new consumption. “‘Certain types of consumption goods 
involve in their production virtually no capital equipment, 
while others require a very high ratio of capital to each unit of 
output.’’*! In the case of family allowances, a large share of the 
increase in consumption expenditures by the families in the 
lower income groups is probably on items such as clothing. Be- 
cause of the nature of this consumption, the impact of higher ex- 
penditures on consumption goods arising out of family allow- 
ance payments may not have a very significant effect on induced 
investment, at least during the first round of expenditure. 
Added to this is the consideration that part of the increased 
expenditures is a result of income transfers from persons in 
higher income groups who may curtail their consumption to 
some extent. This may well have a negative influence on in- 
duced investment tending to offset the favorable effects on this 
type of investment. It seems reasonable to expect, for example, 
that the higher income groups would spend more of their income 
on consumers’ durables, which have a relatively high ratio of 
capital to each unit of output than would be the case for persons 
with low incomes. This, of course, is quite apart from any 
considerations with regard to the effect these transfers may 
have on savings and autonomous investment. 

A very important question under a program such as family 
allowances is whether or not it has any adverse effect upon 
important economic incentives. Will the welfare and economic 
advantages of these egalitarian transfer payments be offset by 
injurious side effects? First of all, from the point of view of 
the incentive to work, there is no evidence to show that the 
payments are large enough in terms of family income to enable 
the breadwinner to remain idle and live on family allowance 
checks. The amount of the allowance does not meet the full 
cost of rearing a child for the ages covered, to say nothing of 


21 Hansen, A. H., Fiscal Policy and Business Cycles, W. W. Norton & Co., Inc., 
New York, p. 275. 
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the costs of maintaining the breadwinner, his wife and any 
other dependents over 15 years of age. Further, if the allow- 
ances were paid only when the breadwinner is unemployed 
there might be some encouragement for idleness, but payment 
is made regardless of employment status. 

An illustration of the type of misunderstanding that can 
arise with respect to this question was provided by an American 
expert testifying before a Congressional Committee in the 
United States in January 1949. In his testimony he suggested 
that the price of rayon had gone up in the United States be- 
cause of the shortage of pulp in Canada; and that the shortage 
of pulp in Canada was due to the shortage of pulpwood cutters; 
and that the shortage of pulpwood cutters was due to the fact 
that the French Canadian farmers of Quebec would not cut 
wood any more in winter time because they could stay home 
and live off their family allowances. In discussing this incident 
at a meeting of the National Conference of Social Work in the 
United States, Dr. George Davidson, the Deputy Minister of 
National Welfare in Canada, pointed out that “this gem of 
logic met with an anguished howl of protest in our country; 
and the Pulp and Paper Association of Canada—an association 
of employers, mark you—came rushing to the defense of our 
family allowance program by issuing a statement which showed 
that the number of pulpwood cutters and the volume of pulp- 
wood cut had been larger in the last few years than ever before 
in Canada’s history.”’?* 

Another problem is whether the redistributive effects of such 
a program may adversely affect incentives to invest. Will they 
discourage the investment of risk capital, the enlistment of 
special skills including managerial skills, and the acceptance of 
responsibility? The net employment creating effect of various 
income maintenance programs is, of course, dependent to a 
certain degree upon the general public acceptance of the pro- 
gram. If important groups, for example in the business com- 
munity, strongly oppose a particular measure because of the 
higher taxation involved, it could have an adverse effect on 
the employment leverage of the measure. In the case of family 


22 Davidson, George F., ‘‘The Role of Children’s Allowances,” Social Work in 
the Current Scene: Selected Papers, 76th Annual Meeting, National Conference of 
pong Work, June 12-17, 1949, copyright 1950, Columbia University Press, N. Y., 
pp. 67-68. 
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allowances, public opinion polls have consistently indicated a 
broad community support for the program. Further, the 
legislation was introduced during the war when high taxes 
were much more acceptable and was brought into effect at the 
end of the war when there was a high level of income and when 
it was possible to look forward to a reduction in the heavy war 
expenditures. It seems reasonable to suggest that the introduc- 
tion of this measure in 1945 commanded sufficiently widespread 
support within the country that there were no adverse psy- 
chological effects on business incentives. 

Investment opportunities have been such that Canada has 
experienced an almost unprecedented rate of material progress 
in the postwar period and for several years now has devoted 
about a fifth of its gross national product to investment. The 
rate of new investment in 1950 was running slightly higher 
than that of the United States. In the postwar period private 
investment rose more rapidly than public investment, which 
had receded from its World War II high. ‘‘Private new invest- 
ment, that is, capital expenditures on plant, equipment, hous- 
ing and institutional buildings amounted to $2.8 billion in 1950, 
or 74 per cent of total capital expenditures.’’** 

It seems apparent that opportunities for investment in 
Canada have been such in the postwar period that they have 
encouraged investment of risk capital both from Canadian 
sources and abroad. In Canada’s experience thus far the social 
security provisions of which family allowances is the most 
expensive single item, do not appear to have been a factor in 
deterring the exploitation of investment opportunities. If, 
however, it has had any dampening effect on investment this 
has been a helpful influence in keeping the postwar investment 
boom within reasonable limits. 


FAMILY ALLOWANCES AND LABOR ECONOMICS 


The possibility of compensating the wage-earner for his de- 
pendent children has received very little serious consideration 
in so far as wage theory is concerned but the development of 
family wage plans in some countries and the recognition of the 
needs of wage-earners with families by trade unions have 


*3 Private and Public Investment in Canada, 1926-1951, Dept. of Trade and 
Commerce, Ottawa, p. 17. 
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raised some interesting developments in the field of labor 
economics. The classical economists who supported a sub- 
sistence theory of wages, in part or in full, indicated some 
awareness of the economic needs of the family of the wage 
earner. Adam Smith suggested that wages must be sufficient 
to maintain the worker hiniself and on most occasions some- 
what more. Otherwise it would be impossible for him to bring 
up a family and the race of such workmen could not last be- 
yond the first generation.*4 Smith also referred to Cantillon’s 
views that the labor of the husband and wife together must 
earn something more than is necessary for their own main- 
tenance.** In Malthus’ view the normal level of wages was 
the subsistence rate toward which wages gravitated. He sug- 
gested that the positive checks on the population were starva- 
tion, war and pestilence. The fact that wages were not related 
to the number of dependent children probably fitted well into 
his concept of positive checks. Ricardo suggested that the 
“natural price”’ of labor is that which will enable laborers ‘‘to 
subsist and to perpetuate their race without either decrease 
or diminution.”** J. S. Mill suggested that the lowest level of 
wages was in the long run determined by the subsistence needs 
of a family large enough to keep up the population.”” When 
the subsistence theory was superseded by modern wage theories 
there appeared to be no sound rationale for the inclusion of the 
question of the number of dependents of wage-earners. The 
question was ignored by economic theorists because the addi- 
tional remuneration required to maintain these dependents just 
did not fit into the economic forces determining wage rates. 

The upward thrust in real wages during the rapid develop- 
ment of modern industrial nations relieved some of the pressure 
of this problem that otherwise would have been there. Labor 
unions tended to direct their attention on the one hand towards 
minimum wage legislation and on the other to collective bar- 
gaining in order to obtain ‘‘a living wage for the worker and his 
family.’’ But minimum wages are not designed to meet this 

24Smith, Adam, The Wealth of Nations, Book I, Chap. VIII, First Modern 
Library ed. 1937, pp. 67-68. 

% Ibid., p. 68. 

% Ricardo, David, Principles of Political Economy and Taxation, Chap. V., 


J. M. Dent & Sons Ltd., 1911 ed. reprinted in 1937, p. 52. 
7 Mill, J.S., Principles of Political Economy, 1889, Book II, Chap. XI. 
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situation. A minimum wage that is adequate for a single person 
is not of much help to a worker with a wife and a number of 
children; obviously there is only a very restricted area within 
which a system of uniform minimum wages can operate. 

An important contribution in the United States to the 
discussion of this whole subject of wages and the family was 
presented by Professor Paul Douglas in a book published in 
1925. The purpose of the book, according to its author, was 
to point a way out of the impasse of the living-wage principle, 
which was based on the contention that workers should be paid 
enough to maintain a “standard’”’ family of five. Douglas said 
that his investigations 


“disclosed that only a small percentage of male workers actually 
had families of five to support, and that the vast majority had 
fewer than four dependents. To pay all workers enough to maintain 
a family of five would indeed mean saddling industry with the main- 
tenance of over forty-five million fictitious wives and children. It is 
this proposed payment of unneeded surpluses to single men and to 
those with fewer than three children which seems to make it impossi- 
ble for industry to pay the customarily demanded wage.” 


He suggested that the solution of this dilemma in which wage 
policy found itself was not the abandonment of the living-wage 
principle but “‘in the fixation of a minimum wage sufficient to 
support single men with added allowances for dependent wives, 
children and other adults.’’* The type of allowance provision 
proposed by Douglas was based on the industrial approach 
and involved the use of equalization funds. He suggested that 
while a universal adoption of the system in competitive indus- 
try was most desirable, there was a real opportunity for smaller 
groups of employers to put it into effect.*! 

The early history of family allowances in New Zealand and 
Australia was closely bound up with wage regulation. In 
Australia wages boards and arbitration courts were established 
to deal with the question of minimum wages and an attempt 

*8 Douglas, Paul H., Wages and the Family, University of Chicago Press, 1925. 
This book was dedicated ‘‘to Richard Arthur, Emille Romanet and Eleanor Rath- 
7 pionee in the movement for children’s allowances and family endowment.” 


 Tbid., p. ix. 
*1 Tbid., p. 275. 
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was made to apply the principle of “the living wage”’ to a uni- 
versal legalized minimum wage. Mr. A. B. Piddington, the 
chairman of a Commission appointed in 1919 to investigate 
the cost of living in relation to wages, in a memorandum to the 
Prime Minister set out the fallacies of the principle of the living 
wage based on evidence that showed the impossibility of its 
realization from existing national resources. A system of allow- 
ances related to minimum wage regulations was introduced in 
the state of New South Wales in Australia in 1927. Under this 
program, allowances were paid to families whose total income 
fell below a living wage as determined by the Industrial Com- 
mission of the state and these payments were financed through 
a tax on employers.*? This scheme and a program for the Com- 
monwealth Public Civil Service were superseded by a national 
child endowment program which was introduced in 1941. 

New Zealand experienced difficulties similar to those in 
Australia. The Arbitration Court in dealing with labor disputes 
faced the problem of trying to reconcile the economic and 
financial position of industry with the demands for a “living 
wage.”’ In 1923, the Court described family allowances as the 
one remedy for the injustice of taking account only of the 
average family. A few years later, in 1926, New Zealand intro- 
duced a family allowances scheme, the first national program 
to be adopted by any country. The legislation which came into 
operation in the following year provided for the payment of 
family allowances to low income families for the maintenance 
of their children. This legislation continued in operation until 
1938 when it was incorporated in the Social Security Act as one 
component of a comprehensive social security program. 

There are a variety of instances where employers have paid 
wages on a family basis. Some trace of the use of family allow- 
ances dates back to the 19th century, when a number of French 
industrialists provided a liberalité for their employees with 
children. Schemes originating through voluntary employer 
action have usually been adopted during periods of sharply 
rising living costs. The practice took on some importance in a 
number of European countries during World War I, particularly 

32 In December 1929 the allowance in respect of the first child was dropped when 
the Industrial Commission decided to include a man and wife and one child in its 


concept of a living wage; in 1934, the tax on employers was dropped and the 
scheme was financed from general revenues. 
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in France and Belgium. The serious fall in real wages in Ger- 
many following that war meart that many workers with fam- 
ilies could not live on the income of the ordinary wage rates; 
in an effort to alleviate the situation the family-wage principle 
was applied to some extent in most trades and there were 
several important industries where it was universally recog- 
nized.** The high cost of living under the inflationary condi- 
tions of the war and postwar period caused considerable hard- 
ship among workers with children and the employers utilized 
this means of adjusting in some measure the incomes of their 
employees to their family needs without providing a general 
increase in wages. 

Under many of these voluntary programs the allowances 
were supplements to the basic wage rates. Trade unionists 
were, of course, concerned because such an approach might 
result in keeping the basic wage lower than it otherwise would 
be; with the growth of trade unionism, labor opposition to 
such payments increased. Some of the antagonism of labor 
which developed out of the voluntary schemes of individual 
employers was later carried over, often without justification, 
to nation-wide compulsory programs. The upward trend of 
basic wage rates combined with the pressure of cost-price 
competition on employers paying the allowances also was an 
important consideration in forcing employers to abandon such 
schemes. These factors made for an extremely limited applica- 
tion of the idea of family allowances as long as they remained 
on a voluntary basis. 

Thus, it has been difficult and in most cases either impossible 
or impractical to compensate workers for the number of their 
dependents by means of general wage-negotiations, by mini- 
mum wage legislation, or by voluntary action on the part of 
individual employers. It is only the State that is in a position 
to effect a co-ordinated system of family allowances on a broad 
scale, which will protect the competitive position of employ- 
ers, prevent discrimination against workers with dependents, 
and avoid the possibility of allowances becoming a substitute 
for fair wages. 

The development of the family-wage approach on an industry 


3 Pigou, A. C., The Economics of Welfare, Macmillan and Co., Ltd. 4th ed. 1952, 
p. 604. 
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basis during this early period created a considerable amount of 
interest among economists, particularly in Europe, and a num- 
ber of articles on the subject appeared in economic journals. 
The problem that employer-financed allowances might react 
against workers with families because employers would tend 
to hire single men was met through the device of establishing 
compensation funds in separate industries. Under such an 
arrangement employers contributed a percentage of their total 
wage bill to the compensation fund from which allowances were 
paid to workers with children. This kind of voluntary scheme 
was the forerunner of the type of State program that dealt with 
children’s allowances more in the form of social insurance, 
financed in part or in full by employers’ contributions based on 
payroll with allowances payable only on behalf of children of 
the wage-earners covered. 

In this regard, a government sponsored, employer-financed 
approach emerged in an interesting form in Canada during 
World War II. The Government of the province of Quebec 
amended*! its Collective Agreement Act*® in 1943, to add fam- 
ily allowances to the provisions of a collective agreement which 
might be made binding on employers and employees who were 
within the scope of the voluntary agreement and on all those 
to whom it was extended by Order-in-Council. Each con- 
tractual arrangement which included an agreement for family 
allowances was to have been financed from a fund raised by a 
flat payroll tax contributed by the employer. 

The adoption of the Quebec scheme was in part an indication 
of the general acceptability of such a proposal in that province, 
particularly by the Canadian and Catholic Confederation of 
Labour. The measure provided the province with a means of 
hedging against the inflationary pressures on the industrial 
wage-earners, since the general instruments of wage and price 
stabilization were being exercised during the war by the Federal 
Government. This family allowance provision, however, never 
came into operation. When it became known that the Federal 
Government intended to introduce a nation-wide program, the 
Quebec government apparently decided to let the matter stand. 


34 Quebec, Statutes, 1943, chapter 29. 
35 Quebec, Revised Statutes, 1941, chapter 163. 
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Under the Canadian family allowance legislation, as it be- 
came operative in July 1945, allowances are paid in respect of 
children below the age of 16 years for their maintenance, care, 
training, education and advancement. The child must be re- 
siding in Canada and must have been born in Canada or have 
been a resident of the country for one year.** Payment is nor- 
mally to the mother although any person who substantially 
maintains the child may be paid the allowance on its behalf. 
The allowances are paid at the monthly rate of $5 for each 
child under 6 years of age; $6 for each child from 6 to 9 years; 
$7 for each child from 10 to 12 years; and $8 for each child 
from 13 to 15 years. 

The allowances are considered a contribution to family in- 
come to improve the welfare of the child. Once the family al- 
lowance check is received by the mother it becomes for all in- 
tents and purposes indistinguishable in most cases from other 
sources of family income. For this reason, the payments are 
referred to as a family allowance rather than children’s allow- 
ances. Opinion surveys of families receiving family allowances 
indicate that a large proportion of the families add part or all 
of the allowance to total family income out of which children’s 
needs are met. For those who do earmark the allowance for 
specific purposes, clothing needs appear to be far the most 
prominent item with children’s food the next most important 
purchase. Other specific uses include medical care, recreation, 
education, special bank accounts for the children and insurance 
for the benefit of the children. 

Some indication of the scope of the coverage under the pro- 
gram can be gained from the fact that 2,041,341 families were 
receiving allowances on behalf of 4,729,172 children in March 
1953. On that date, the average allowance per family was 
$13.94 per month which meant that, on the average, families 
received slightly more than $167 a year in allowance payments; 
the average monthly allowance per child was $6.02 or slightly 
more than $72 a year. In the first eight years of the program 
about $2.3 billion was paid out in allowances; and it is estimated 
that, in the current fiscal year, 1953-54, expenditures will reach 


* The residence requirement is also met if the mother or father was domiciled in 
Canada for three years immediately prior to the birth of the child. 
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$348.9 million. In 1952 family allowance expenditures repre- 
sented about 1.8 per cent of the national income and in the fiscal 
year 1952-53 these expenditures made up 7.8 per cent of fed- 
eral budgetary expenditure. An illustration of the magnitude 
of the expenditure in terms of the United States child popula- 
tion is provided by the fact that a comparable scheme would 
have cost about $3.2 billion in 1952. 

An examination of the experience under the program to date 
shows that expenditures have risen considerably since the 
scheme first came into operation. Taking 1946-47, the first 
full year of operation, as equal to 100, the index of expenditure 
had risen to 136 in seven years. An analysis of the expenditure 
pattern as shown by monthly allowance payments indicates 
that there have been three expenditure levels since the incep- 
tion of the scheme and that at each of these levels there has 
been an upward tilt in the trend line. 

The two upward shifts were the result of legislative action 
affecting the program itself. The first of these was the result 
of an amendment of the Income War Tax Act in 1946 which 
had the effect of making participation under the scheme uni- 
versal for those children within the age groups covered.” This 
amendment, which came into effect in January 1947, abolished 
the provision whereby the Government recovered through the 
income tax part or all of the family allowances paid to those 
with higher incomes. 

In 1949, the combined effect of two amendments affecting 
the rates of benefit for large families and the residence qualifica- 
tion, and the entry of Newfoundland into Confederation, re- 
sulted in another jump to a new level of expenditure. The one 
amendment introduced in April 1949 removed the provision 
whereby allowances for the fifth and each subsequent child 
were reduced*® and was an important factor in increasing ex- 
penditures. The other amendment, introduced at the same 

87 Prior to 1947, allowances were recovered from upper income group families 
through the personal income tax, on a sliding scale adjusted so that full recovery 
was made from incomes of $3,600 or over. Under this arrangement there was no 
advantage for persons in the higher income groups to apply for allowances for 
their children. 

38 Under the Family Allowance Act of 1944, when there were five or more chil- 
dren in a family the allowance for the fifth child was reduced by $1, for the sixth 
and seventh children by $2 each, and for any additional child by $3. An amend- 


ment to the Act in April 1949 removed this provision whereby allowances for 
the fifth and each subsequent child were reduced. 
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time and which had some effect on expenditures, was the reduc- 
tion of the residence requirement from three to one year. With 
the entry of Newfoundland into Confederation on April 1, 1949, 
there was another substantial rise in family allowance expendi- 
ture. For example, Federal outlays on allowances to this new 
province had reached about $41,600,000 within the first four 
years. 

An upward drift in expenditures which is evident at each of 
the three levels of expenditure is largely the result of develop- 
ments relating to the birth rate, the age distribution of the 
child population in the 0-15 age group and immigration. It 
should be mentioned that when the legislation came into effect 
in 1945 the crude birth rate was 23.9 per 1,000 population. But 
in 1946 the rate jumped 3 points to 26.9 and on the average 
has remained at about that level since that time. Since the 
three-point rise over the wartime level has been maintained 
the cumulative additional cost has been considerable. 

But while expenditures have increased substantially since 
the inception of the program, the purchasing power of the allow- 
ances for the recipient families has dropped considerably. The 
new consumer price index (1949 = 100) shows a rise from 75.0 
in 1945, the year family allowances were introduced, to 116.5 
in 1952. This means that the average monthly allowance pay- 
ment of about $6 in 1945 had declined in purchasing power to 
about $3.82 in 1952. 


SOME INCOME REDISTRIBUTION EFFECTS 


There are a number of indications of the nature of the income 
redistribution effects of the family allowance program. One of 
these relates to the geographic distribution of allowance pay- 
ments. Family allowances is one of a number of social security 
programs which have channeled Federal payments into low 
income areas in the country for the purpose of improving the 
living standards in these areas. In discussing the responsibilities 
the Federal Government has undertaken in the welfare field, 
the Prime Minister, Mr. St. Laurent stated in June 1952 that 


“if wealth and resources had been distributed evenly across the 
country or even equally between provinces, there would probably 
have been little reason for federal intervention at all. But we all 






: 
| 


216 JOSEPH W. WILLARD 


know there are economic and financial inequalities between prov- 
inces and regions resulting from geographical location and the un- 
equal distribution of natural resources. And I believe most Cana- 
dians feel that geography or the distribution of natural wealth 
should not create too great inequalities between Canadian citizens, 
and that a national standard of social security is an important con- 
tribution to our national unity.’’® 


In any general assessment of the broad geographic distribu- 
tion of family allowance payments it is useful to include both 
provinces and economic regions as the geographic units to be 
studied. The ten Canadian provinces are often grouped into 
five regions which have certain geographic, economic and in 
some cases political cohesion. These five main economic areas 
are the Atlantic, Quebec, Ontario, Prairie and Pacific regions. 
The Atlantic region includes the four provinces of Newfound- 
land, Prince Edward Island, Nova Scotia, and New Brunswick. 
The Prairie region includes the three provinces of Manitoba, 
Saskatchewan and Alberta. The remaining three regions corre- 
spond to the provinces of Quebec, Ontario and British Colum- 
bia. In addition to this grouping of provinces there are, of 
course, the great sparsely populated northern areas of the 
Yukon and Northwest Territories which are not included in 
this discussion. 

Assuming basic similarities from province to province and 
from region to region in the age distribution of the children 
receiving the allowances, per capita family allowance pay- 
ments can, of course, be expected to vary directly with the 
proportion which the children receiving them form of the total 
population of the area concerned. That this direct variation 
occurs among the Canadian provinces and regions is illustrated 
in Table 1. 

The data in Table 1 also shows that per capita family allow- 
ance payments tend to vary inversely with per capita personal 
income payments. The per capita personal income for the ten 
provinces was $1,130; five of the provinces, Newfoundland, 
Prince Edward Island, New Brunswick, Nova Scotia and 
Quebec, had a per capita personal income below this average; 
the remaining five provinces were above it. When the provinces 


*% Address by Prime Minister of Canada, Rt. Hon. Louis St. Laurent, The 
Canadian Conference on Social Work, Quebec City, June 15, 1952, p. 7. 
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are grouped by regions, the Atlantic and Quebec regions com- 
prise the five provinces with the lowest per capita personal 
income. With per capita personal incomes of $729 and $935, 
respectively, these two regions are substantially below the 
average of $1,130 for the five regions; at the same time, the 
per capita family allowance payments are much higher for the 
Atlantic and Quebec regions. The remaining three, the Prairies, 


TABLE 1 


Per Capita Personal Income and Family Allowance Payments, 
Family Allowances as a Percentage of Personal Income, 
and Percentage of Children Receiving Family 
Allowances, by Province and Region, 1951 











Per Capita! Child Recipients‘ Family Allow- 
as Per Cent of ances as Per- 

Provinces Family Population! centage of 

and Personal Allowance in Province Personal 

Regions Income? Payments* or Region Income® 
Province $ $ 
Newfoundland 576 26.68 41.3 4.63 
Prince Edward Island 630 23.21 35.0 3.68 
New Brunswick 739 24.59 37.3 3.33 
Nova Scotia 822 22.66 34.2 2.76 
Quebec 935 23.08 35.0 2.47 
Manitoba 1,131 19.58 29.8 1.73 
Alberta 1,252 20.85 31.7 1.67 
British Columbia 1,283 17.92 27.4 1.40 
Saskatchewan 1,319 21.37 32.2 1.62 
Ontario 1,345 18.37 28.0 1.37 
Region 

Atlantic 729 24.21 36.8 3.32 
Quebec 935 23.08 35.0 2.47 
Prairie 1,237 20.63 31.3 1.67 
Pacific 1,283 17.92 27.6 1.40 
Ontario 1,345 18.37 28.0 1.37 

Total 1,130 20.78 31.6 1.84 





1 Based on population data, June 1951. 

? Based on personal income for calendar year 1951. 

* Based on gross family allowance payments for calendar year 1951. 

4 Number of children in pay in June 1951. 

5 Calendar year, 1951. 

Source: Population data, D.B.S. Reference Paper No. 40, ‘Population Esti- 
mates 1921-1952,” Ottawa, 1953; personal income data, ‘‘National Accounts, 
Income and Expenditure, Preliminary, 1952," Dominion Bureau of Statistics, 
Ottawa 1953, p. 11; data on family allowance payments and children in pay from 
reports of Treasury Office, Department of National Health and Welfare. 
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the Pacific and Ontario, are ‘‘high income’”’ regions (those with 
per capita personal income above the national average); the 
Pacific and Ontario regions have the lowest per capita allow- 
ance payments while the Prairie region occupies a middle posi- 
tion among the five regions which is very close to the average 
payment of $20.78 per capita for all regions. 

The extent to which per capita family allowance payments 
tend to favor low income areas is also brought out by the last 
column of the table which demonstrates in percentage form the 
importance of the family allowance payments in terms of per- 
sonal income. In the province of Newfoundland which has the 
lowest per capita personal income, per capita family allowance 
payments are of highest importance, forming 4.63 per cent of 
personal income per capita. In Ontario, at the other end of the 
income scale, family allowance payments constitute only 1.37 
per cent of per capita personal income. As arranged in order of 
per capita personal income, the percentage importance of the 
family allowance payments drops consistently between these 
two extremes except for an interchanging of the provinces of 
British Columbia and Saskatchewan. In the case of the regions, 
the dispersion is not as great as for the provinces, the per- 
centage for the Atlantic provinces with the lowest per capita 
personal income being 3.32 compared with 1.37 for Ontario, 
the region at the top of the income scale. The gradation be- 
tween these two levels is, however, uninterrupted. Thus, quite 
apart from other considerations, the unequal impact of allow- 
ance payments on a per capita basis definitely tends to favor 
the low income areas. 

Another indication of the redistributive effects of the program 
is provided by an analysis of the geographic distribution of the 
allowances in relation to a comparable distribution of the 
sources of federal tax revenue. The pay-as-you-go financing 
and the universality of benefits under the type of family allow- 
ance program in operation in Canada provides a relatively 
simple and clear cut view of the cash benefit side of these 
transfer payments. The revenue side of the picture is more 
complicated, however, and no satisfactory provincial and 
regional distribution of total tax revenue including the in- 
cidence of this taxation from a geographic point of view is 
available. 
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Since the program is financed from consolidated revenue, the 
expenditures are intimately related to questions of public 
finance and fiscal policy. To the extent that general revenues 
are raised through deficit financing under adverse economic 
conditions, that part of the revenue used to finance family 
allowances might be expected to have a greater leverage on the 
level of employment and income, than if the full amount had 
been raised through taxation. However, since the federal gov- 
ernment has been operating on the basis of a budgetary surplus 
for several years now, the experience under the program relates 
to a situation where the whole cost of the program is being met 
from current taxation. 

It might well be argued that under existing circumstances 
the expenditures on family allowances are, in effect, pro-rated 
over the various sources of tax revenue. In such a case, the 
more progressive the general tax structure is the greater will be 
the leverage of these payments on increased consumption. In 
the fiscal year 1951-52, about 40 per cent of the Federal tax 
revenue was obtained from indirect taxes; excise taxes ac- 
counted for 24.7 per cent, customs import duties amounted to 
9.4 per cent and excise duties represented 5.9 per cent of the 
total tax revenue. In the direct tax sector, where about 60 per 
cent of total tax revenue was raised, 30.9 per cent was obtained 
from the corporation income tax, 26.7 per cent from the per- 
sonal income tax, and the balance, 2.6 per cent from non- 
resident income taxes, succession duties and excess profits tax. 
It should be noted that, with the substantially higher total 
federal expenditures during World War II and the postwar 
period, a substantially higher proportion of taxation is now 
obtained through direct taxation than formerly. Whereas about 
32.6 per cent of tax revenue was obtained through this means in 
the fiscal year 1938-39, the proportion now is about 60 per cent. 

Because of limitations of the data as they relate to geographic 
distribution, statistics on indirect taxes have not been provided. 
Indirect taxes from customs and excise revenue sources are 
gathered through various offices, ports, outports and preventive 
stations and the taxation statistics for these revenues reflect 
the place of collection by the National Revenue Department. 

These indirect taxes make up a most heterogeneous group 
and it is difficult to make generalizations which do not involve a 
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misrepresentation or oversimplification of the situation. It 
might be expected, however, that to the extent that family 
allowance payments are financed through these taxes, the 
main effect is likely to be a horizontal rather than a vertical 
redistribution of income. For example, low income families 
with eligible childr¢én may pay some of these indirect taxes 
which in part may support the national expenditures on the 
allowances they receive. While the cost of taxing these persons 
and of paying part or all of it back to them in allowance pay- 
ments may appear to be a wasteful procedure, it is probably 
much less expensive and cumbersome than some type of means 
test procedure and more acceptable and practical than a policy 
which would exempt them from these indirect taxes. There 
will also be the situation where a small part of the revenue 
obtained through sales taxes from persons of low income who 
happen to be single persons or married couples without children 
may ultimately be transferred through allowance payments to 
other persons, also in a low income category, who have children. 
These types of horizontal redistribution of income are likely 
to have very little effect in increasing the propensity to con- 
sume even though from a social point of view there may be 
some advantage in weighting some of the horizontal redistribu- 
tion in favor of persons who are maintaining children. 

The regional distribution of family allowance payments and 
direct tax revenue for the fiscal year 1951-52 is shown in 
Table 2. It provides some indication of the importance of the 
income redistribution effect of family allowances for the At- 
lantic region. Collections of direct taxes from the Atlantic 
region amounted to $88.8 million or about 4 per cent of the 
total Federal direct tax revenue of $2,202.5 million collected 
in the five regions; in the same period the Atlantic region re- 
ceived $43 million in family allowances or 13.4 per cent of the 
total Federal allowance payments to the five regions. Thus, 
the equivalent of 48.4 per cent of all direct taxes collected in 
the Atlantic region was paid back into that region in the form 
of family allowances. In terms of particular direct taxes, allow- 
ance payments to this region were the equivalent of 111.8 per 
cent of the individual income tax collections, or of 91.7 per cent 
of the corporate income tax collections. In contrast with the 
Atlantic region, 47.5 per cent of direct tax revenue was col- 
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lected in the Ontario region while only 29.1 per cent of total 
allowance payments were made to families in that region. 

In so far as family allowances redistribute direct tax revenue, 
the Atlantic and Prairie regions gain substantially from these 
transfer payments since they represent the equivalent of 48.4 
and 26.7 per cent, respectively, of all direct taxes collected in 
these regions. In this regard, Quebec occupies an intermediate 
position among the five regions while British Columbia and 
Ontario receive a much smaller proportion of their direct tax 
payments back in the form of family allowances, the equivalent 
of 9.6 and 8.9 per cent, respectively. 

Thus the greatest leverage in terms of the income redistribu- 
tion effect is in the ‘‘low income’”’ Atlantic region, whether it be 
measured on the basis of per capita allowances received in rela- 
tion to per capita personal income, or on the basis of family al- 
lowances as a percentage of direct tax revenue. While the 
Prairie region occupies a middle position in relation to per 
capita personal income and per capita allowance payments, 
family allowance payments represent a relatively high propor- 
tion of the region's direct tax revenue. Quebec, the region with 
the second lowest per capita personal income, has the second 
highest per capita allowance payments. It receives in the form 
of allowances the equivalent of 16.8 per cent of the direct taxes 
collected in that region compared with 14.5 per cent for all five 
regions. Much of the redistribution of income through these 
transfer payments occurs within the province itself, where 
there are very wide variations in income levels. British Colum- 
bia and Ontario, the two regions with the highest incomes re- 
ceive the smallest allowance payments on a per capita basis and 
the smallest percentage return of direct taxes in the form of 
family allowances. 

The above discussion is based on data relating to the dis- 
tribution of direct tax collections. These tax statistics give a 
general indication of the geographic distribution of the burden 
of these taxes but also have certain limitations in accurately 
reflecting the incidence of the taxes from a regional point of 
view. By grouping the provinces into regions this problem has 
been reduced but not to any considerable extent. In the case 
of corporate income taxes some of the revenues collected in one 
region may actually be paid for in other regions. Various possi- 
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bilities exist with regard to questions of shifting and incidence, 
as they relate to the regional distribution of these taxes, de- 
pending upon the extent to which the tax is borne by the stock- 
holders of the corporation, the consumers of the corporation’s 
products, labor and other factors of production, and so on, 
together with the location of these persons and factors; further, 
the extent of shifting may vary under different general eco- 
nomic conditions. 

In the case of the personal income tax very little opportunity 
is afforded for this tax to be shifted and in any given year it 
usually falls upon the individuals against whom it is levied. 
However, the method of payment may affect the distribution of 
collections. Some firms that operate in more than one province 
make payroll deductions from their employees for purposes of 
individual income taxes in these provinces but make payments 
to the Department of National Revenue in one province, for 
example, where their head office is located. While there may be 
certain offsetting payments among various provinces and 
regions, it is to be expected that the Federal individual income 
tax collections made in certain provinces, such as Ontario and 
Quebec, where a large number of head offices are located, would 
include some tax revenue deducted from the payrolls of in- 
dividuals in other provinces and regions. Considerations such 
as these modify the extent of the regional redistribution of tax 
revenue as shown by tax collection statistics but are not of 
sufficient importance to affect materially the general conclusions 
drawn. 

Family income and expenditure studies are another source of 
information that is useful in assessing the redistributive effects 
of family allowances. The most comprehensive survey of this 
type to be conducted since the introduction of the family allow- 
ances program in 1945 was carried out by the Dominion Bureau 
of Statistics in 1947-48" for the purpose of checking and revis- 
ing weights of the goods and services included in the cost of 
living index. The sample of households interviewed in the 
Bureau’s survey was part of the sample designed originally to 
measure the labor force.*! The sample was made up of spending 


“ The survey covered the year ending August 31, 1948; Newfoundland was not 
covered since the survey was conducted before the union of Newfoundland with 
Canada. 

“1 A total of 13,500 households were selected to be interviewed; from these, 
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units or ‘‘economic families.”” The most common group was a 
family consisting of mother, father and children but if persons 
of the household who were not members of the family shared 
the income or living expenses of the family they were included 
as a part of the spending unit. 

Household surveys generally give only approximate estimates 
of personal income aggregates. Under-reporting and probable 
memory bias as well as the difficulty of obtaining accurate net 
income data from self-employed persons are usually present. 
In this survey there appears to be a low response from self- 
employed persons and the income reported appears to be a low 
estimate of the total income received by these groups. How- 
ever, despite this bias in the income data, all income groups 
appear to be adequately represented. 

At the request of the Department of National Health and 
Welfare, the Bureau prepared some special tabulations relating 
to family allowances which provide some indication of the 
impact of family allowance payments on the income of families 
in relation to the size of family and income class. These tabula- 
tions were based on the replies from 1,975 non-farm families in 
the survey who had children in receipt of family allowances. 
About one in every seven of these spending units included 
“‘non-family’’ members. 

Table 3 provides data, on the basis of different numbers of 
children, regarding the impact of family allowances on the in- 
come of non-farm families in Canada receiving family allow- 
ances. An average allowance of $63 for one-child families repre- 
sented 2.2 per cent of their average net income while in the case 
of families with five or more children, the amount of income was 
considerable both in absolute amount ($393) and in relative 
terms (12.8 per cent). The average payment was $143 for all 
recipient families or 4.9 per cent of net income. It is evident 
that the impact of the allowances in terms of net income begins 
to take on sizeable proportions for families with three or more 
children. In terms of personal income taxes, families with one 
or two children, on the average, contribute more in this type of 
taxation than they receive in allowance payments. With in- 
come tax payments declining and allowance receipts increasing 


6,000 questionnaires were received and 4,200 were sufficiently complete for use in 
compiling the results. 
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as the number of children increase, the families with more than 
two children make a net gain which rises substantially with the 
number of children. 

The table also provides data on average gross income per 
family and per child and shows the wide variations in unit 
income among families with different numbers of children. 
The range is from an average gross income of $359 per person 
for families with five or more children to $896 for families with 
one child, a difference of 150 per cent. 

Family allowances are only part of the income of the family 
derived from transfer payments. Other transfer payments in- 
clude such items as veterans’ payments, veterans’ pensions, 
dependents’ allowances, unemployment insurance benefits, old 
age and blind pensions and mothers’ allowances. For all recip- 
ient families, family allowances represented 62.7 per cent of the 
total transfer payments received. In the case of the one-child 
families, family allowances did not bulk so large, representing 
only 37.3 per cent. At the other end of the scale, for the families 
with five or more children, family allowances made up by far 
the greatest share, 92.3 per cent, of transfer payment income. 

Table 4 gives some indication of the impact of family allow- 
ances on the incomes of non-farm families in Canada receiving 
family allowances, by income class. The average income per 
family from family allowances was smallest, $129 for the year, 
for those in the lowest income bracket, under $1,500. The 
average allowance rose steadily in the higher income classes 
reaching $157 in the $4,000 or over group. But when these 
average allowance payments are taken as a percentage of 
average net income, the leverage of these payments in the case 
of the lower income groups becomes apparent. For the income 
class under $1,500, allowances represented 11 per cent of net 
income. For the groups in the $1,500 to $2,999 range, allow- 
ances represented from 7.3 per cent to 5.4 per cent. 

In terms of personal income taxes, the families in the income 
class $4,000 or over paid, on the average, slightly more than 
three times as much in this form of taxation as they received 
in family allowance payments. On the other hand, those 
families in the lower income groups, up to an income of $1,999, 
paid only a very small amount in the form of income taxes so 
that the net gain from allowance payments was very considera- 
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ble. Up to the income class $3,000-$3,499, more income is re- 
ceived on the average in the form of family allowances than is 
paid out through personal income tax. 

For the lowest income class, under $1,500, family allowance 
payments represented about 41.9 per cent of all transfer pay- 
ments received; in the income groups above this level the pro- 
portion was much higher but with no marked variation among 
income classes. 

The wide range of the average gross income per person ap- 
pears again when income levels are compared. The unit income 
for the group under $1,500 is $293, and rises to $1,044 for those 
families $4,000 and over, a difference of 256 per cent. 

If attention were centered on the particular families that 
have below-average incomes as well as above-average number 
of children, the importance of the allowance in relation to net 
income would be well above that indicated by any of the per- 
centages shown for this item in tables 3 and 4. It is at this 
point, of course, that the family allowance payments have 
their greatest impact. 


SOME DEMOGRAPHIC CONSIDERATIONS 


Some comment should be made concerning the demographic 
aspects of family allowances in Canada. There have been 
suggestions that the program was introduced as a part of a 
population policy in the sense that it would encourage a higher 
birth rate. To date there appears to be little evidence to sup- 
port this contention in the case of the Canadian legislation, in 
relation either to motive or effect. 

Much of the background of the suggestion that demographic 
considerations might be an important motive for the introduc- 
tion of such a program stems from European experience. In 
several of these countries there is a considerable body of evi- 
dence in official studies conducted prior to the enactment of 
legislation as well as in Parliamentary debates that family al- 
lowances would serve this objective.*? There was a preoccupa- 
tion in many of these countries with falling birth rates and the 
eventual prospect of a declining population which might have 
depressing economic effects and involve a threat to national 


42 Family Allowance Schemes in 1947, International Labour Review, April 


1948, Vol. LVII, No. 4, p. 322. 
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security. In this setting, family allowances have sometimes 
been grouped with a variety of other measures designed to 
stimulate the birth rate and to encourage the rearing of large 
families.** This emphasis on demographic considerations was 
often reflected in the internal structure of the family allowance 
program adopted, for example, by a scale of benefits which 
progressively augmented the amount of the allowance as the 
number of children increased. 

The influence of European thinking and programs was par- 
ticularly strong in Canada during discussions of family allow- 
ances in the twenties and thirties. Father LeBel, the leading 
proponent of family allowances in this period based his case 
for allowances on the welfare needs of the large family, but also 
placed considerable emphasis on them as a population policy 
designed to ensure economic prosperity in future years. He 
stressed the need for Canada to increase its population and 
suggested that there was little hope of attracting sufficient 
immigrants of a desirable type. His solution lay in a system of 
family allowances which would maintain and even increase the 
birth rate by improving the lot of large families and at the 
same time stop in great part the flow of emigration to the 
United States.“ 

The approach to family allowances in the forties was quite 
different in many respects from the earlier discussions in 
Canada. The idea that such a program might be designed as a 
population policy to stimulate the birth rate received no serious 
consideration. The proposal as put forward by Dr. Leonard 
Marsh in his Report on Social Security for Canada in 1943 
contained no such suggestion. The recommendation for family 
allowances in the Majority Report of the National War Labour 
Board in the same year mentioned no such motive. The nature 
of the family allowance provisions introduced in 1943 in the 
province of Quebec indicates that this question was not a con- 
sideration in the situation. 

There was, however, some discussion both in and outside of 
Parliament at the time the Federal family allowance legislation 

48 In some cases these measures have included heavy taxation of bachelors, 
restrictions on the sale of contraceptives, the use of awards for mothers of large 
families, occupational preference for married men and propaganda measures. 


“4 LeBel, L., The Problem of the Large Family in Canada, Its Solution Family 
Allowances, 2nd ed., Montreal, 1929, pp. 19-22. 
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was introduced concerning the advantageous position of the 
province of Quebec, with its high birth rate and large families, 
under such a program. As evidence in Table 1 indicates, the 
province of Quebec has not been the greatest beneficiary on 
the basis of per capita allowance payments; the provinces of 
Newfoundland, Prince Edward Island and New Brunswick all 
receive higher per capita payments. Families are larger in both 
Newfoundland and Prince Edward Island, than in Quebec. 
Also, data in Table 2 shows that the Quebec region contributes 
much more heavily in direct taxes to the Federal Treasury in 
relation to allowances received than do the Maritime and 
Prairie regions. While Quebec has been in a comparatively 
favorable position under the program because of its large 
families, it has in no way been the most favored province or 
region. 

The idea that Quebec province might receive a dispropor- 
tionate share of the benefits was also considered by some to 
carry the implication that the allowances would stimulate the 
birth rate more in that province than in other provinces. This 
reasoning failed to take into account the fact that, even if sucha 
program had some incentive value in relation to the rearing of 
children, it would be more difficult to raise a birth rate that was 
already high. Furthermore, the Federal legislation introduced 
in 1944 reduced the amount of payments for families with five 
or more children,** thus tending to discriminate against the 
provinces with a high proportion of large families. 

There was some suggestion, too, that family allowances 
might encourage very large families and that this might not, in 
itself, be a desirable result. It is of interest, therefore, to exam- 
ine the changes in the size of families receiving allowances 
under the program. An analysis of data for the six years from 
March 1947 to March 1953 reveals that the proportion of 
families with one child receiving allowance has declined con- 
siderably; in March 1947, 40.5 per cent of the families had one 
child while in March 1953 this percentage had dropped to 
37 per cent. On the other hand, the proportion of families with 
two children receiving allowances had climbed from 28 per cent 

45 See footnote 38 on p. 31. 


“ While the scheme came into effect in July 1945 full participation did not take 
place until 1947; see footnote 37 on p. 214. 
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to 30 per cent, with three children from 14.5 to 16.1 per cent, 
and with four children from 7.6 to 8.1 per cent. In the same 
period there was a very slight decline in the proportion of 
families with five or more children under the family allowance 
program throughout the six year period. While it may be early 
to assess the situation, these data seem to indicate that despite 
the considerable economic leverage provided for large families 
of five or more children under the allowances program there 
has been no increase in the proportion of these families. 

The contention that family allowances will have a favorable 
effect on the birth rate is a matter of conjecture. Europeans 
have been more certain of this effect than Canadians—one of 
the main arguments for family allowances in the British Gov- 
ernment’s White Paper on Family Allowances,“ for example, 
was its possible influence in encouraging parenthood and there- 
fore counteracting the decline in the national birth rate. 

It can be argued, on the other hand, that as the income of 
the family unit is raised the birth rate will decline. Numerous 
studies have recorded differences in family size associated with 
differences in income* and nearly all have led to similar con- 
clusions, that the size of family becomes smaller as income rises 
and prosperity increases. An analysis of economic differences 
in family size in Canada revealed that, with very few excep- 
tions, families were largest in the groups with lowest earnings, 
and decreased consistently in size as earnings rose.* The 
distinction in Canada between French and British ethnic 
groups reflects differences in language and religion but both 
these major culture groups reacted in the same way to a rising 
standard of living.** It might be reasoned, therefore, that the 
addition of disposable income for the family under a family 
allowance program may sufficiently raise their standard of liv- 
ing so that they behave, after a time lag for adjustment, in 

“ White Paper 8, May, a, gad Allowances, Memorandum by Chancellor 
of the Exchequer (Cond. 6354, 194 2). 

*® T. H. C. Stevenson, The "Fertility of Various Social Classes from the Middle of 
the Nineteenth Century to 1931, Journ. Roy. Stat. Soc. (1920); K. A. Edim and 
E. P. Hutchinson, Studies of Differential Fertility in Sweden; C. V. Kiser, Group 
Differences in Urban Fertility. 

* Based on a study of 1941 census data relating to the average family size of 
wage-earner normal families with wives aged 45-54. Charles, E., Census Mono- 
graph No. 1, The Changing Size of the Family in Canada, King’s Printer, 1948, 


pp. 103-136. 
8° Tbid., p. 108. 
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accordance with social standards of typical persons at the new 
level rather than the old. 

Both these arguments, which run counter to each other, 
appear to assume more substantial increases in disposable in- 
come than family allowance schemes usually offer. Further, 
these arguments tend to place too much stress on the economic 
aspect. Social and cultural settings, which include a wide 
variety of factors, appear to have an important bearing on the 
birth rate. While income undoubtedly plays an important role, 
it must not be over-emphasized or treated as an isolated factor. 

In discussing this point, a comparison of the birth rates for 
Canada and the United States is of interest. Canada has had a 
consistently higher crude birth rate than the United States over 
the past two decades. Canada had 5.2 births per 1,000 popula- 
tion more than the United States in 1931, 3.4 more in 1941, and 
2.6 more in 1951. The United States has been closing the gap 
between the two rates in this period. The crude birth rate in 
Canada jumped 3 points from the year 1945 to the year 1946; 
family allowances were introduced in Canada in July 1945. 
But in the same period, the United States rate jumped 3.8 
points and there was no family allowances scheme in operation. 
While this comparison does nothing in itself to prove or disprove 
that the jump in the rate from 1945 to 1946 in Canada was in 
any way related to the introduction of family allowances, it 
does suggest that more general influences were at work and 
that any claims concerning the effect of family allowances on 
the birth rate should be viewed with caution. 
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THE CANADIAN EXCHANGE RATE 


J. Tomas Hexner 


THE SCOPE OF THE STUDY 


HE par value of the Canadian dollar was 90.9091 U. S. dol- 

lars on September 30, 1950. Until that day the monetary 
authorities of Canada insured that exchange transactions would 
be based on that par value, i.e., not exceeding an approximate 
buying rate of 90.00 and an approximate selling rate of 91.82. 
Effective October 1, 1950, Canada introduced a new exchange 
system under which the monetary authorities of Canada would 
not insure that exchange transactions would be based on the 
above indicated par value. Thus Canada has decided to allow 
the foreign exchange value of the Canadian dollar to fluctuate. 
The International Monetary Fund issued on September 30, 
1950, the following Press Release on the Canadian exchange 
rate: 


“The Government of Canada has informed the International 
Monetary Fund that in order to cope with large inflows of capital it 
has decided for the time being to allow the foreign exchange value 
of the Canadian dollar to fluctuate and therefore will not insure that 
exchange transactions within its territories will be based on the par 
value established with the Fund. 


“The Fund recognizes the exigencies of the situation which have 
led Canada to the proposed plan and takes note of the intention of 
the Canadian Government to remain in consultation with the Fund 
and to re-establish an effective par value as soon as circumstances 
warrant.” 


Since September 30, 1950, up to the present (1953) the Cana- 
dian rate has been “‘fluctuating.”” As of December 14, 1951, 
Canada abolished all restrictions on international payments, 
including payments in connection with capital movements. 
According to press reports, Canada’s decision to maintain a 
fluctuating exchange rate was principally based on the belief 
that with a fixed! rate large amounts of foreign capital would 
not speculatively move into Canada since the risk of possible 


1 In this study the terms “free” rate, “fluctuating” rate, and “floating” rate 
are used interchangably. 
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losses on account of exchange rate changes might discourage 
such mass movements. ? 

It is generally held that the extent of fluctuations in the 
Canadian rate has been the result of “‘market forces,”’ little 
(or no) official intervention, and a number of other factors 
discussed below. The external and domestic economic position 
of Canada, especially its foreign trade and capital movements, 
its development and budgetary policies, and the position of 
Canada vis-a-vis the United States all raise interest in a study 
of the Canadian rate for economic theory and policy. 

There is a paucity of literature both on fluctuating rates in 
general and on recent exchange rate policies of Canada in par- 
ticular. However, the statistical material on the external and 
domestic economic position of Canada is satisfactory and per- 
mits the consideration of the Canadian position from various 
aspects. 

The above quoted Press Release of the Fund of September 30, 
1950, emphasizes that the new Canadian exchange measures 
were instituted in response to the exigencies of a particular 
situation, and it registers the intention of the Canadian Govern- 
ment ‘‘to re-establish an effective par value as circumstances 
warrant.’ Thus the rate fluctuation is regarded by both 
Canada and the Fund as a temporary deviation from the rule 
of astable unitary rate.* It is useful to emphasize here Canada’s 
permanent international obligations applying to the stability 
of its exchange rate. This study does not intend to cover any 
of the legal aspects of the Canadian exchange problem nor to 
explore the general problem of instituting fluctuating rates 
within the framework of the Fund. 


FIXED AND FREE EXCHANGE RATES 


For all practical purposes the exchange rate of the Canadian 
dollar equals the amount of U. S. dollars obtainable in exchange 
for a Canadian dollar or the amount to be paid in U. S. dollars 
for a Canadian dollar. A fixed exchange rate is kept (by govern- 


2 According to a report of The Economist of February 7, 1953, the corrective 
mechanism of the free exchange rate has prevented great fluctuations in the bal- 
ance of payments of Canada. 

3 Professor D. H. Robertson does not consider the floating rate under the Fund 
arrangements ‘‘as anything but a very temporary arrangement.” (Utility and all 
that, London, 1953, p. 171.) 
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mental measures) within narrow limits in relation to convertible 
currencies and gold (e.g., in the past between 90 and 91.82 to 
U. S. dollar).* Significant changes in fixed rates are made by 
governmental action without regard to daily demand and sup- 
ply in foreign exchange. Market forces do not directly affect 
the fixed rate but they may motivate the government to decide 
on changes. Conversely, the free exchange rate is not kept by 
governmental measures within narrow limits, it is influenced 
by market forces. These market forces may operate under cer- 
tain circumstances in such a way that even a free rate moves 
within very narrow limits and has the same characteristics as a 
fixed rate. 

In external trade there are two elements that compose the 
value of an imported or exported good: one is the price of the 
good and the other is the price of the currency in whose terms it 
is expressed (unless the value is expressed in domestic currency). 
Under a fixed exchange rate the price of the currency is stable 
and tied to the value of other currencies of the world. Under a 
fixed rate system only one element, the price of the commodity, 
is actually variable. Under a free rate, both components of the 
actual value of a good (the price and the rate) fluctuate. 

If under a system of a fixed Canadian dollar rate a Canadian 
intends to enter into a commodity transaction at a price ex- 
pressed in terms of U. S. dollars (or in terms of another currency 
with a fixed rate) the Canadian is in a position to determine 
how many Canadian dollars he will receive (if he is an exporter) 
or have to pay (as an importer). The price of the commodity 
will be the only variable element of his transaction since the 
price of the currency is fixed in terms of which the price of 
the commodity is expressed. Under conditions in which the 
Canadian rate is “free” a Canadian transaction involving pay- 
ment in U. S. dollars will be subject to two variable elements, 
first to the varying price of the commodity and second to the 
varying price of the U. S. dollar.’ The distinction between 
situations in which a Canadian transaction takes place under a 
fixed rate system on the one hand and the free rate system on 

* This description disregards complications which may arise from the fact that 
restrictions apply to the currency. 


5 The possibility of securing a fixed rate through forward transactions is dis- 
regarded here. 
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the other may be described from the aspect of the United States 
investor as follows: under a system of fixed rates the investor 
knows how much capital he invests in terms of both U. S. and 
Canadian dollars* and how many U. S. dollars he will receive 
when he wishes to withdraw his capital. In a case of a free 
rate he does not know how much he will receive in terms of 
U. S. dollars if he withdraws his capital. He may make profits 
or incur losses on account of a daily appreciation or depreciation 
of the Canadian dollars in terms of United States currency. 

Some additional clarification is necessary concerning the con- 
cept “‘free rate,”’ since the concept of the free rate may have a 
different significance according to various accompanying cir- 
cumstances. If a rate be designated “‘free,’’ one must specify, 
in order to obtain a clear picture, whether restrictions on cur- 
rent payments, capital movements and imports limit inter- 
national transactions in that country. When one speaks of a 
fluctuating rate it is also useful to make it explicit whether the 
fluctuating rate is operated under a regime in which the rates 
of most other countries are fixed, especially whether the cur- 
rencies of the principal trading countries are free or fixed. Is a 
rate considered ‘“‘free’’ if monetary authorities strongly inter- 
vene in the market, e.g., the central bank buys and sells foreign 
exchange to counteract fluctuations in the rate? Strictly, the 
answer is no. However, in modern terminology the expression 
“‘free’’ rate is applied to exchange systems in which the rate is 
not institutionally fixed by a predetermined standard (par 
value). 

The Canadian rate at the time when the fixed rate was 
abandoned operated under a regime of exchange and import 
restrictions—though the restrictions were mild. As mentioned 
above, in December 1951 all restrictions were eliminated and 
the Canadian rate became really free. As far as interference 
by the monetary authorities is concerned, the Bank of Canada 
claims that it only attempted to straighten out daily market 
fluctuations but has never influenced the market in any direc- 
tion over a period of time.’ 


6 Actually a U. S. investor who deposited in Canada on September 1, 1950, 
900 U. S. dollars acquired a demand deposit of 1000 Canadian dollars. If the 
depositor withdrew the deposit on September 1, 1952, he received 1040 U. S. 
dollars. 


7‘*The alternative to letting the Canadian dollar find its own level is for the 
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Canada’s foreign trade has always flowed in a triangular 
way. Generally there is a current account deficit with the 
United States and a surplus with the rest of the world, pri- 
marily the sterling area. Since World War II, though, Canada’s 
trade has drawn closer and closer to the United States. This 
situation is illustrated by Table 1. 


TABLE 1 


Destination of Commodity Exports of Canada 
(percentage of total exports) 








Other 
United United Sterling Other Other 
Year States Kingdom Area E.R.P. Countries 
1935-39 37 37 10 7 9 
1947 39 28 13 12 8 
1948 50 23 10 10 7 
1949 51 24 10 8 7 
1950 65 15 6 7 7 
Source of Commodity Imports 
(percentage of total imports) 
1935-39 61 18 11 6 4 
1947 77 7 6 3 7 
1948 69 11 7 3 10 
1949 70 11 7 3 9 
1950 67 13 8 3 9 





Source: Foreign Exchange Control Board Annual Report to Minister of Finance 
for the year 1950. 


It is clear that Canada is very sensitive to any fluctuation, 
regular and irregular in the United States economy. Even 
small fluctuations in the total economy of the United States or 
fluctuations in individual sectors of its economy may have a 
relatively strong effect on Canada. This is the reason for the 
Canadian tendency to find ways and means to absorb shocks 
from across the border. 

Canada’s balance of payments for the year 1950 is extremely 


Government to intervene and try to force it towards a certain rate. Two questions 
arise: what would be the proper rate to force it up to now, and, how can you force 
it there and keep it there?” An address by the Honorable Douglas Abbott, Minis- 
ter of Finance to the Vancouver Board of Trade, October 20, 1952. 
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interesting from the standpoint of the present study. It is 
presented in Table 2. 

TABLE 2 


Summary of Canada’s International Accounts, 19507 
(millions of dollars)*® 





All Countries U.S. 





A. Current Account 





1. Total current receipts +4300 2875 

2. Total current payments —4629 3278 

3. Current account balance —329 —403 

B. Capital Account 

4. Postwar loan to U.K. —50 = 

5. Principal repayments on export credit +23 _— 

6. Repayment of war loans +51 - 

7. New issues of Canadian securities +210 +210 

8. Retirement of Canadian securities —283 —263 

Net trade in outstanding: 

9. Canadian securities +328 +362 
10. Foreign securities +68 +66 
11. Direct investment in Canada +221 +199 
12. Canadian direct investments abroad +36 +41 
13. Other capital movements +419 +345 
14. Net receipts of exchange from overseas countries — +137 
15. Balance from all above transactions +694 +694 
16. Increase in official holdings of dollars and gold +694 +694 





Source: The Canadian Balance of International Payments and Foreign Capital 
Invested in Canada. 


Canada suffered a $403 million current account deficit with 
the United States in 1950, but Canada’s total balance of pay- 
ments with the United States (and also with all countries) 
showed a surplus of $694 million. In order to gain a $694 
million payments surplus with a $403 million current account 
deficit, it was necessary for Canada to have a gross capital 
inflow of $1,097 million. The nature and composition of the 
inflow will be discussed in greater detail later. 

The timing of the capital movement from the United States 
into Canada is clearly revealed by the pattern of increases in 
Canada’s gold and dollar reserves during 1950. Table 3 shows 
how small the changes in reserves of Canada were until June of 
1950, and then how suddenly they surged during the third 


8 Wherever the term dollar is used without further indication, Canadian dollars 
are meant. 
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quarter. This large and sudden increase of reserves reflects 
the movement of capital from the United States, 83 per cent of 
Canada’s increase of gold and reserves in the first nine months 
of 1950 occurred during the third quarter. In annual figures 
Canada’s reserves increased from $1,117 million in 1949 to 
$1,742 million in 1950, an increase of $625 million during the 
year. This compares with an increase of only $119 million 
from 1948 to 1949. 








TABLE 3 
Gold and Dollar Change in Gold and 
Reserves Dollar Reserves 
1950 Jan. 1,149.4 —_ 
Feb. 1,175.9 26.5 
Mar. 1,192.2 16.3 
Apr. 1,177.2 15.0 
May 1,182.4 5.2 
June 1,255.4 73.0 
July 1,320.5 65.1 
Aug. 1,504.2 183.7 
Sept. 1,789.6 285.4 





Source: Canadian Statistical Review. 


Expectations of short term gains as a consequence of an 
appreciation of the Canadian currency seem to have been the 
main motivation in the decisions of investors to move funds to 
Canada in 1950. The main reason for the expected apprecia- 
tion was, first of all, the greatly improved trade balance with 
the United States. The outbreak of the Korean War gave 
impetus to expectations of further improvement in Canada’s 
merchandise balance with the United States. Another impor- 
tant factor was the feeling that Canada’s external financial 
position would be strengthened as a result of her rapid eco- 
nomic development, a high saving rate, and a sound national 
fiscal policy. Finally, the fact that Canada had traditionally 
been on parity with the United States dollar, and had only 
recently depreciated (10 per cent) tended to make any sign of 
an improvement in Canada’s trade relation a valid reason for 
restoring parity. 

The expectation of an appreciation based upon the Korean 
War was well-founded. A large percentage of Canada’s exports 
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are strategic materials, for instance aluminum and nickel. Not 
only would there be a great current demand for these goods, 
but also a demand resulting from stockpiling these goods. It 
might be safe to say that Canada’s exchange rate would even- 
tually have appreciated, even without the Korean war because 
of the immense economic development which was so greatly 
strengthening Canada’s ability to produce. When the ex- 
pectation of an eventual appreciation of the Canadian dollar is 
coupled with the actual outbreak of the Korean War, the size 
of the capital movement into Canada during 1950 is easily 
explained. 

Lastly, as noted, the recent depreciation of the Canadian 
dollar in 1949 made many feel that the slightest improvement 
in Canada’s trade position would lead to restoring the Canadian 
dollar to parity with the U. S. dollar. There is no economic 
basis for the feeling that the American and the Canadian dollar 
should be equal, but there seems to be a great psychological 
tendency towards this belief, which contributed to the capital 
inflow in 1950. 

On examining Canada’s current account position (Table 4) 
for 1950 one sees that the speculator’s expectations of an ap- 
preciation were not unfounded. Canada’s merchandise trade 
deficit with the United States was only $47 million in 1950; in 
1949 this deficit had been $378 million. 

The improvement of Canada’s trade balance with the United 
States after the devaluation in 1949 reflected the fact that 
Canada’s exports to the United States steadily increased while 
her imports from the United States remained relatively stable. 

Table 5 gives a detailed picture of Canadian-United States 
trade. The increase of exports from April to May 1950 should 
be noted; this increase seems to have resulted largely from an 
increased demand for Canada’s raw materials, especially metal 
resources. For instance, the export of aluminum increased 
from $8.9 million in April to $17.4 million in May, and this 
level was maintained throughout the summer of 1950 as a result 
of the Korean War, and again increased in September. The 
increase of exports in September probably resulted both from 
the Korean War and the expected appreciation. The reason 
for an increase in demand previous to an appreciation was the 
fear that the goods would be more expensive following the 
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TABLE 4 


Current Account of the Canadian Balance of 
International Payments 


(millions of dollars) 











All Countries U.S. 
A. Current Receipts 

Merchandise exports 3,139 2,046 
Mutual aid to NATO countries 57 _ 
Gold production available for export 163 163 
Travel expenditures 275 260 
Interest and dividends 91 50 
Freight and shipping 284 157 
Inheritances and immigrant’s funds 58 31 
All other current receipts 233 168 
Total current receipts 4,300 2,875 

B. Current Payments 
Merchandise imports 3,129 2,093 
Travel expenditures 226 193 
Interest and dividends 474 410 
Freight and shipping 301 240 
Inheritance an — funds 58 44 
Mutual aid to NAT 57 _— 
All other current pay Teste 384 298 
Total current payments 4,629 3,278 
C. Current Account Balance —329 —403 





Source: The Canadian Balance of International Payments and Foreign Capital 
Invested in Canada. 


appreciation. This expected appreciation might also explain the 
decrease of Canada’s imports during the third quarter of 1950. 

Of the entire $403 million current account deficit with the 
United States, as mentioned above, only $47 million was at- 
tributable to merchandise trade. The remainder of the deficit 
consisted of invisible current transactions. The greatest deficit 
in invisibles resulted from Canadians traveling in the United 
States (193 million), Canadian payment of $410 million for 
interests and dividends to the United States, and the $240 
million payment to the United States for freight and shipment. 

Canada’s current account balance with the world as a whole 
became less favorable in 1950. In 1949 Canada had a current 
account surplus with all countries of $187 million while in 1950 
she had a deficit of $329 million. This deterioration in Canada’s 
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TABLE 5 


Merchandise Exports and Imports Into U. S. 


(millions of Canadian dollars) 











Exports Imports 
1949 July 104.4 160.3 
Aug. 115.4 143.4 
Sept. 113.7 160.0 
Oct. 148.1 167.9 
Nov. 171.3 162.7 
Dec. 159.8 151.0 
1950 Jan. 130.9 154.5 
Feb. 128.8 143.2 
Mar. 154.3 160.9 
Apr. 137.8 162.2 
May 175.4 195.5 
June 177.7 188.3 
July 168.2 170.6 
Aug. 167.2 172.6 
Sept. 192.8 177.4 





Source: Canadian Statistical Review. 


world trade balance is best explained by the fact that in 1949 
Canada had a merchandise trade surplus of $293 million, while in 
1950 this surplus was only $10 million. The reason for this $283 
million loss in current account surplus is in fact that Canada’s 
exports to all countries increased only by $150 million from 
1949 to 1950 (from 2,989 million to 3,139 million); while her 
imports from all countries increased by $433 million (from 
$2,696 million in 1949 to $3,129 million in 1950). 

The development of Canada’s trade with the world excluding 
the United States is shown in Table 6. 

The decline of Canada’sincome from trade is illustrated by the 
fact that in July 1949 Canada exported $137 million of goods 
to the world excluding the United States, whereas in July 1950 
she exported only $86 million to this area. But on the import 
side Canada imported only $71 million in July of 1949 and 
$103 million in September 1950 from all countries excluding 
the United States. Following the depreciation of 1949 it was 
harder for these countries to pay for Canadian goods, while the 
goods of these countries were now more attractive to Canada. 
(In 1949 Canada only depreciated 10 per cent compared with 
the other countries’ 20 or 30 per cent.) The falling off of Can- 
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TABLE 6 
Canadian Trade with All Countries Except the U. S. 1950 


(millions of dollars) 








Year Exports Imports 

1949 July 137 71 
Aug. 137 69 
Sept. 114 62 
Oct. 121 66 
Nov. 121 77 
Dec. 120 $2 
1950 Jan. 90 57 
eb. 71 57 

Mar. 74 76 

Apr. 68 69 
May 112 94 
June 112 96 
July 86 89 
Aug. 90 95 
Sept. 86 103 





Source: Canadian Statistical Review. 


TABLE 7 
Canadian Merchandise Exports and Imports to All Countries 


(millions of Canadian dollars) 








Year Exports Imports 

1949 July 241.3 230.9 
Aug. 251.7 212.1 
Sept. 228.4 221.6 
Oct. 269.1 234.3 
Nov. 292.3 239.6 
Dec. 285.6 213.4 
1950 Jan. 221.2 211.9 
eb. 199.5 200.1 

Mar. 228.2 237.4 
Apr. 205.5 230.9 
May 287.0 290.2 
June 289.2 282.5 
July 253.7 259.5 
Aug. 257.1 267.3 
Sept. 279.1 279.7 





Source: Canadian Statistical Review. 


ada’s exports was also partly the result of greater dollar import 
restrictions. These two factors forced Canada to export more 
to the United States. 
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CANADA'S CAPITAL POSITION 
Since nearly the entire capital inflow into Canada comes from 
the United States, only that particular inflow will be considered. 
As can be seen in Table 8, $960 million of capital entered Can- 


ada from the United States in 1950; only $49 million entered in 
1949, 


TABLE 8 


Capital Transactions Between Canada and the U. S. 
in 1949 and 1950 


(millions of dollars) 








1949 1950 
Transactions in Canadian debtor securities: 
Net sales of outstanding issues +26 +362 
New issues +105 +210 
Retirements —136 —263 
Transactions in foreign debtor securities: 
Net sales of outstanding issues +15 +66 
Retirements +1 +7 
Direct investments in Canada +84 +199 
Canadian direct investment abroad +16 +41 
Change in Canadian dollar balances owned abroad —8 +91 
Refunding loans proceeds set aside for retirement —18 +18 
Other net private capital movements including errors 
and omissions —36 +229 
Net inflow of capital +49 +960 





Source: The Canadian Balance of International Payments and Foreign Capital. 


The speculative nature of the inflow is best indicated by the 
increase of $91 million of Canadian deposits. The increase in 
deposits by foreign investors is the most visible form of specula- 
tion for a change in the value of the currency causes a direct 
change in the value of the bank deposits. 

In the same way, the decrease of Canadian direct investments 
abroad by $41 million can be regarded as an anticipation of a 
change in the rate by Canadians, for the value of this direct 
investment would fall as soon as the value of the Canadian 
dollar was changed. Since it was expected that the appreciation 
would be one of 10 per cent, the attractiveness of direct invest- 
ment abroad decreased greatly, accounting for the sudden drop 
in foreign investment by Canadians. 
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The anticipation of an appreciation also explains the great 
increase in United States purchases of Canadian securities in 
1950, and the particular timing of these purchases. The securi- 
ties here mentioned are defined as those “‘transactions reported 
by investment firms, stock exchanges and other security deal- 
ers in Canada. Not included are: new issues of Canadian 
securities floated abroad, redemption of called or matured 
Canadian bonds owned abroad, and some transactions by 
other than the reporting firms.’’® During the first nine months 
of 1950, $232 million of these securities were purchased, 80 per 
cent purchased in August and September. 

The Canadian authorities feared this speculative movement 
because they considered it both of a temporary and inflationary 
nature. Presumably the intention of the United States security 
purchasers was not to liquidate their Canadian security hold- 
ings until six months after the date of purchase in order to take 
advantage of the benefits accruing from listing an item as long 
term ‘‘capital gain” (subject only to the 25 per cent capital gain 
tax) rather than as “earned income” (which is mostly subject 
to higher taxation). Even so the Canadian monetary authorities 
feared a capital flight if the Canadian dollar were appreciated 
directly to a new par value. 

The purchasing of these securities could have been con- 
sidered inflationary only in so far as they added to the money 
supply without increasing production and in so far as they 
might have affected the interest rate and thus made borrowing 
easier. In fact, however, the interest rate of Canada during 
this period was stable. However, the purchases of such huge 
quantities of securities accompanied by other capital move- 
ments made it difficult for the Canadian monetary authorities 
to control their economy, and they felt that the possibility of 
such control at the start of the Korean conflict was essential. 

Government securities purchased by United States residents 
in 1950 presented a similar problem to the Canadian authorities 
for they were also bought in large amounts and very suddenly. 
Thus, United States investors purchased $182.6 million long 
term government bonds in the first nine months of 1950 (during 
the entire year 1949 only $39 million were purchased) and 
93 per cent of these were purchased in August and September. 


* Canadian Statistical Review, April 1951, p. 96. 
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TABLE 9 
Purchase of Securities by U. S. in Millions of Canadian Dollars 





1949 Sept. 
Oct. 
Nov. 
Dec. 


1950 Jan. 
Feb. 
Mar. 
Apr. 
May 


June 
July 

Aug. 
Sept. 
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Source: Canadian Statistical Review. 


Since Canadian government bonds are liquid, the authorities 
felt that the outflow of the capital would be as fast as the in- 
flow, if an appreciation to a new fixed par value occurred. 


TABLE 10 
Sales of Bonds to United States Residents 


(millions of Canadian dollars) 








1950 Jan. —2.5 

Feb. —0.4 

Mar. —1.5 

Apr. 0.2 

May 0.1 
June 1.4 
July 4.7 . 
Aug. 44.7 ‘ 
Sept. 125.1 1 
( 
Source: Statistical Supplement of the Bank of Canada. . 
The Canadian authorities also feared that considerable 
capital included in the Canadian balance of payments under 
the item ‘‘other private capital movements, errors and omis- ‘ 

sions”; must be regarded as “‘hot’’ money. They believed that 

large amounts registered under this title were attributable to : 
the phenomenon of “leads and lags.’’ The following example ' 


gives the reasoning for that assumption. A United States t 
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importer expecting the Canadian currency to appreciate will 
hurry to pay for his imports from Canada, for after appreciation 
the price of the Canadian goods would be increased by the 
percentage of the appreciation. This is the “‘lead’”’ of the “‘leads 
and lags.’’ On the other hand a Canadian importer expecting an 
appreciation will stall his payments, for the cost of the import 
will be decreased by the percentage of the appreciation. 

The accelerated payments for Canada’s exports and the 
withheld payments for Canada’s imports result in an increase 
in the gold and dollar reserves. 

During 1950 there was also an increase in the direct United 
States investment in Canada. Details are given in Table 11. 


TABLE 11 


Estimates of Net Inflows of Capital from the U. S. 
for Direct Investment 
(millions of Canadian dollars) 








1949 1950 
Net Inflows of Capital 

Petroleum exploration, development and refining 59 98 
Transportation _ 18 
Mining 10 29 
Pulp and paper 3 9 
Other manufacturing 42 88 
Total inflow of new capital 114 242 
Return of capital 30 43 
Net capital inflow 84 199 





Source: The Canadian Balance of International Payments 1951. 


This type of investment was welcome in Canada for even- 
tually it would add to the productive resources of the economy. 
Also, this investment was of a permanent nature, which makes 
it different from the previously discussed capital inflow. Canada 
desired to coordinate her long term economic development 
with her immediate mobilization of resources. The authorities 
realized that foreign capital was necessary for this task, and so 
they did not want to deter capital movements of this type in 
any way. 

Canada has an ingenious system of tax measures for chan- 
neling this investment. In those industries where rapid develop- 
ment is not desired, no tax deductions are allowed for deprecia- 
tion for the first three years of operation. This law practically 
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forbids investment in those fields, and it allows the Canadian 
authorities to develop the economy in the manner that they 
think will yield the optimum results. 


CANADA’S REACTION TO THE INFLOW OF CAPITAL 


Canada’s reaction to the sudden inflow of U. S. capital was 
adverse. On the one hand Canada was most reluctant to use 
devices against capital inflow which might in the long run dis- 
courage bona fide United States investors from placing their 
savings in Canada. On the other hand the Canadian authorities 
wished to sterilize the incoming large amounts, ‘‘without an 
increase in the total liquid assets (currency, bank deposits, 
and government securities) held by the general public’’” in order 
to avoid inflationary repercussions. Up to September 30, 1950, 
the Canadian monetary authorities, though reluctantly, con- 
tinued selling Canadian dollars at the par value rates without 
limitations. Of this period the Canadian Minister of Finance 
subsequently stated: 


‘“. . In August and September 1950, the net inflow of capital 
was at an annual rate of over a billion dollars. It became clear that 
the existing rate could not be held. On the other hand, under the 
conditions prevailing in the autumn of 1950, no one could decide 
with any reasonable assurance what new fixed level could be main- 
tained. We had no choice but to leave the rate free to find its own 
level in the market.”"™ 


The reaction to the capital inflow is also illustrated by the 
following statement, ‘‘During the third quarter of 1950 it be- 
came apparent that private capital was flowing into Canada 
at an excessive rate and was exercising an inflationary influence 
in Canada at a time when inflationary pressures were already 
causing concern. Moreover the inflows were bringing about a 
substantial and involuntary increase in Canada’s gross foreign 
debt and annual service charges without any corresponding 
increase in its productive resources or ability to export.’’!? 

10 Bank of Canada, Annual Report to the Minister of Finance for 1950, p. 9. 

11 Speech by Honorable Douglas Abbott, October 20, 1952 to the Vancouver 
Board of Trade. 


12 Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the year 1950, pp. 14 and 15. 
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ALTERNATIVES OPEN TO CANADA IN SEPTEMBER 1950 


When choosing a system of regulation capital movements, the 
Canadian authorities could have imposed prohibitions or limi- 
tations on incoming capital. For example, they could have 
introduced a licensing system to the effect that administrative 
limitations would operate against “‘hot’’ money. Conversely, 
the existing limitations (in summer 1950) against capital out- 
flow could have been lifted. It is doubtful that such action 
would have been very effective, inasmuch as restrictions were 
not very great; in addition there was much reason to keep 
previously invested capital in Canada. 

Of course, licensing and registration requirements on capital 
inflow would have affected capital movements. Also more 
severe regulations tending to limit the outflow of capital would 
have had a strong influence on the enthusiasm for placing 
“hot”? money in Canada. However, from a long-term point of 
view it is questionable whether a country which in the long 
run needs capital inflow will be prepared to react to short term 
disturbances by severe capital restrictions. 

Canada could have carried out a policy of regulating capital 
inflow in many ways. For instance it could have limited the 
inflow of foreign capital to long-term direct investment, or to 
the purchase of non-negotiable bonds whose value would be 
redeemed in full after a certain period of time. Certain restric- 
tive devices could also have been applied against speculative 
capital already in Canada. Such actions to limit capital move- 
ments would have been consistent with the Articles of Agree- 
ment of the International Monetary Fund." If it became evi- 
dent that the capital inflow was causing (or was threatening to 
cause) disturbances in multilateral trading, Canada could have 
appealed to the United States directly or through the Fund to 
collaborate in measures to the effect that the U. S. capital 
movements to Canada should be “‘in accordance with the pur- 
poses of the Fund” as required by Article VI, Sec. 1 of the Fund 
Agreement. Canada probably avoided this line of action be- 


13 The freedom of Fund members to regulate capital movements is contained in 
Article VI, Sec. 3 of the Articles of Agreement, which states, ‘‘members may 
exercise such controls as are necessary to re ulate international capital movements, 
but no member may exercise these controls in a manner which will restrict pay- 
ments for current transactions or which will unduly delay transfer of fond 
settlements of commitments. 
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cause it is difficult to prove what is “in accordance with the 
purposes of the Fund Agreement’ and because of policy 
considerations. Furthermore, United States investors in the 
long run might have reacted to this move unfavorably, as to 
any governmental restriction on investments. 

What is more, enforcement of such restrictions might be 
difficult. On December 14, 1951 when all Canadian exchange 
restrictions were eliminated, the Minister of Finance, Mr. Ab- 
bott, asked himself the question, ‘‘whether there is sufficient 
likelihood that we shall in fact make use of foreign exchange 
restrictions to deal with whatever problemsdoarise . . . ?”” He 
answered, ‘‘We would be better advised not to rely on exchange 
restrictions but rather on the general handling of our domestic 
economic situation to keep us in reasonable balance with the 
outside world and to maintain the Canadian dollar over the 
years at an appropriate relationship with other currencies.’’!* 

Another alternative open to the Canadian monetary author- 
ities in response to the increased demand for the Canadian 
dollar and to Canada’s extremely favorable external financial 
position would have been appreciating the value of the Cana- 
dian dollar and adopting a new par value. This would have 
been the orthodox procedure to follow. However, the Canadian 
authorities did not choose this method, because of a feeling 
that it would not be an effective answer to the problems created 
by the capital movements into and out of Canada and they 
were not sure what the new par value of their currency ought 
to be. 

One psychological reason why the Canadian authorities pre- 
sumably hesitated to choose another fixed exchange standard 
was the fact that the value of the Canadian dollar had been 
changed twice since the end of World War II, and shortly after 
each change the Canadian authorities again had to consider a 
new change. In June of 1946 the Canadian authorities decided 
to re-establish the value of the Canadian dollar from 0.9091 
U. S. dollars to par with the United States dollar. The main 
reason for this action was the desire to cushion the economy 
against the rising prices in the United States. The authorities 
felt that if the Canadian dollar were not set on an equal level 


144Statement by Mr. Douglas Abbott in the House of Commons, December 4, 
1951. 
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with the United States dollar, the inflationary pressure from 
the United States would be too great on the Canadian economy. 

Following the appreciation in 1946, Canada’s balance of pay- 
ments position deteriorated. Capital movements from the 
United States fell greatly, Canada’s current account balance was 
not active enough to make up for this loss. A factor, besides the 
additional loss of U. S. capital and a growing current account 
deficit with the United States was that Canada was exporting a 
large amount of goods to the European nations on credit, and 
thus did not receive the cash equivalent to the value of its 
exports. Due to the worsening of its payments position, Canada 
was forced to impose on its dealings with the United States new 
import restrictions as well as exchange restrictions in 1947. 
The imposition of restrictions after the appreciation of 1946 
made it appear at first sight as if appreciation were not the 
correct step in 1946. 

In 1949 Canada again depreciated her currency to .9091 U. S. 
dollars in order to protect her foreign trade position from the 
effects of the general depreciations. The depreciation first re- 
sulted in an improvement of Canada’s position with the United 
States on current account. But then, although not as a result, 
occurred the large capital inflow. With the experience of 1946 
and 1949 behind them it is not surprising that the Canadian 
authorities did not believe that appreciation in the form of 
adopting a new fixed exchange standard was the proper policy 
at that time. 

In addition to the experience of the past, it seemed that in 
view of the nature and the magnitude of the capital inflow in 
the third quarter, appreciation to a new par value appeared 
not to be the correct solution, because the fixed appreciation 
would probably cause the capital to leave suddenly. If very 
large amounts of capital left as suddenly as it entered, Canada 
would again have a distorted exchange rate. 

One of the consequences of establishing a higher fixed rate is 
that it provides speculators with ‘‘a free ride.’’ “After all, if 
the Canadian dollar was going to be brought back to par again, 
what easier way could be imagined to make a quick 10 per cent 
profit.’’!® In the third quarter of 1950 there were no fears of a 
depreciation but only strong hopes for appreciatior. The 


18 Speech by John H. F. Turner to the Export Study Club, January 17, 1951. 























252 J. TOMAS HEXNER 


speculator simply had to transfer currency into Canadian 
dollars by one of many means, wait for the appreciation, and 
exit with the profit. In case the Canadian authorities did not 
appreciate, the only loss that the speculator could suffer would 
be the service charge for the conversion of his currency. 

Another alternative that the Canadian authorities could have 
pursued in September 1950 was fluctuating rate about a fixed 
par value within limits of large margins of, say, 5-10 per cent. 
In essence this would have meant widening the 1 per cent 
margin allowed by the International Monetary Fund." This 
solution would have closely resembled that of a free rate except 
that the fluctuations would have been strictly limited by two 
extreme points. If all the “hot money”’ were to leave at one 
time the rate would be driven down to the bottom of the limit 
allowed by the margin of fluctuation, and it would be expected 
that at this point other speculators would purchase the fluc- 
tuating currency because of the guarantee that the currency 
would not fall below the specified rate. Naturally, this guar- 
antee entails the responsibility of ‘‘keeping the house in order” 
that is, maintaining the internal economy so that the fixed rate 
be meaningful. Canada’s internal economy meets this require- 
ment. Why did Canada not pursue this policv? First, there 
was no knowledge as to how wide the permissible fluctuation 
should be. Second, why should Canada limit its range of action 
by fixing the rate within margins of fluctuation? The fluctua- 
tions within wide margins would have been as inconsistent (or 
consistent) with the provisions of the International Monetary 
Fund arrangements as the Canadian free rate on which Canada 
had embarked. 


THE SELECTED COURSE: THE FREE RATE 


One may assume that the main reason the Canadian author- 
ities chose the free exchange rate” was that they, too, felt that 
their currency should be appreciated, but they did not wish to 


16 Article IV, Sec. 3 of the Fund Agreement reads as follows: 
The maximum and the minimum rates for exchange transactions between the 
currencies of members taking place within their territories shall not differ from 
arity. 
" (1) in the case of spot exchange transactions by more than one per cent; and 
(2) in the case of other exchange transactions, by a margin which exceeds the 
margin for spot exchange transactions by more than the Fund considers 
reasonable. 


1 Throughout the period of September 1939 to September 30, 1950 Canadian 
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commit themselves to any set fixed rate. It would appear that 
there were several questions about future developments. One 
of these was the question of how strong the current account 
situation would be if the Korean War was concluded. The 
great recovery of Canada’s trade with the United States in 1950 
was one of the reasons that it was generally felt that the cur- 
rency was undervalued. The Korean crisis had added an even 
greater demand for Canada’s goods; how far this demand 
would drop off was one of the unknowns facing the Canadian 
authorities. By allowing the rate to go free the currency would 
appreciate or depreciate as the market commanded, and the 
Canadian authorities would not be committed to maintain any 
fixed exchange standard. 

The Canadians also felt that by adopting a free rate they 
might to a considerable degree insulate the internal economy 
from shocks resulting from external deflationary and infla- 
tionary pressures. Canada wished to maintain a relatively 
stable domestic price system as little influenced by international 
price movements as practicable. 

Another important reason was that by employing this 
mechanism great and sudden capital outflow could be mitigated. 
Most of the hot money that came to Canada entered on the 
belief that the Canadian dollar would be appreciated to a new 
par value and that an immediate profit would be forthcoming 
to the investors. Under the mechanism of a free rate specula- 
tive capital can only profit after the rate has appreciated as a 
result of market forces. Such rate changes occur as the result of 
more capital inflow or of an improvement in the current ac- 
count. It was assumed that under this mechanism the specula- 
tor could probably also net a profit, but would not easily 
harm the Canadian economy. 

In setting her rate free, Canada had in no way lost control of 
the exchange rate. Ample reserves were on hand and if neces- 


residents conducted their foreign exchange transactions at the par value rates 
(i.e. par value with a margin of 1% up and down). Throughout this period there 
prevailed, however, in New York an unofficial free market for Canadian dollars 
for non-resident uses. The Canadian authorities permitted the use by non-residents 
of Canadian dollars, acquired in the unofficial market, for tourist expenditures and 
capital transactions (purchase of real estate, direct investments in Canadian 
business, purchase of Canadian securities). Canadian dollars for the unofficial 
market were supplied principally by capital withdrawals by non-residents. 

Source: International Financial Statistics, April 1953, p. 50 
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sary the rate could be fixed at a desirable point. So far this 
has not been necessary. 

Before the Canadian authorities decided to set the rate free, 
careful consideration was given to possible harmful effects 
resulting from this action. They expected an upward move- 
ment of the rate. The domestic economy could only gain by 
this trend since a higher value of the currency accompanied by 
an expected increased demand for their exports would affect 
the economy favorably. World turmoil made Canadian iron 
ore, uranium, pulp, nickel and aluminum desirable commodi- 
ties even at increased prices. Canada’s volume of exports in 
these commodities has not fallen. That cheaper imports were 
welcomed in Canada and favorably affected the standard of 
living is evident. 


TABLE 12 


Structure of Canadian Exports by Commodities 


(Distribution of total value and trade in per cent of total exports) 








Commodity 1937 1950 1951 1952 
Wheat 12 10 il 14 
Newsprint 12 15 14 14 
Wood and Manufactures 8 13 12 10 
Other grains 6 5 7 9 
Woodpulp 4 7 9 7 
Nickel 6 3 3 3 





Source: International Financial Statistics, April 1953, p. 50. 


DEVELOPMENTS FROM SEPTEMBER 1950 To 1953 


After abolishing the fixed rate the Canadian authorities first 
relaxed, and soon thereafter completely abandoned the few 
restrictions that existed. On October 1, 1950 import restrictions 
were relaxed by eliminating import licenses on some goods 
altogether or else by allowing larger quantities to be imported 
if a license were required. On October 5, 1950 the travel allow- 
ance to the United States was raised to 500 dollars, and it was 
announced that, above this figure, any reasonable amount 
would be approved.’ In November 1950 the regulation that 
remittances of profits by foreign owned companies should not 


48 Second Annual Report on Exchange Restrictions, IMF, April 1951, p. 60. 
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be made in shorter than annual periods was relaxed to quarterly 
payments with a 45-day lag required after the end of the period 
before the distribution could be made. If only annual payments 
(with a three months’ waiting period before distribution) were 
allowed, as was specified by the former restriction on remit- 
tances, the pressure on the exchange rate would have been 
concentrated on the month of April. In December 1950 it was 
decided that a Canadian moving to the United States could 
take $25,000 annually out of Canada for the first three years, 
and then after this period he could take out all his assets. 
During the first part of 1951 all import restrictions which 
were instituted for balance of payments reasons were abol- 
ished, and then on December 14, 1951 all exchange restric- 
tions were abandoned. Minister Abbott stated: ‘‘We made it 
clear that we regarded exchange controls as a regrettable 
necessity with which we would gladly dispense when conditions 
permitted us to do so.” Conditions now existed that per- 
mitted Canada to do so. 

The Canadian rate has adjusted itself smoothly since it was 
freed. The general line of fluctuations until September 1952 
was a fairly steady appreciation of the Canadian dollar. The 
peak value of the Canadian dollar was .9591 Canadian dollars 
to the U. S. dollar and the lowest value was 1.0725 Canadian 
dollars to the U. S. dollar. Had the Canadian dollar been fixed 
at a par value equal to the U. S. dollar the above movement 
would have resulted in a 6 per cent fluctuation about that par 
value. Thus an appreciation of the currency in the form of a 
wider fluctuation around the par value than is allowed by the 
Fund does not seem to have been out of the question. However 
events might not have developed in the same way as under the 
free rate system if a fluctuating rate in the form of enlarged 
margins around a par value had been adopted. 

The ‘‘free’’ rate of Canada was, of course, principally in- 
fluenced by the development of Canadian capital and current 
accounts. The current account of Canada changed greatly 
since 1950. During the year 1951 Canada suffered a current 
account deficit in its trade with all countries of $524 million; ex- 
ports rose $280 million while imports increased $755 million. 


19 Speech October 20, 1952. 
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J. TOMAS HEXNER 
TABLE 13 
Exchange Rate 


(Canadian dollars per U. S. dollars) 











1950 1951 1952 
January 1.055 1.003 
February 1.046 1.000 
March 1.051 .987 
April 1.068 .980 
May 1.068 .983 
June 1.067 974 
July 1.056 .964 
August 1.058 961 
September 1.055 .960 
October 1.050 1.048 967 
November 1.048 1.036 .973 
December 1.060 1.017 971 





Source: International Financial Statistics. 


With the United States, Canada suffered a deficit of $935 million 


during 1951. 


The reason for this great shift in the trade balance with the 
United States was probably the greater value of the Canadian 


TABLE 14 


Factors in Canada’s Current Account Deficit with the U. S. 


(millions of Canadian dollars) 














Change in 

1950 1951 1951 

Merchandise Trade: 
Imports from U.S.A. 2,093 2,848 —755 
Exports to U.S.A. 2,046 2,326 +280 
—47 —522 —475 
Nonmonetary gold +163 +150 —13 
Tourist expenditures +67 +9 —58 
Interest and dividends —360 —321 +39 
Freight and shipping —83 —112 —29 
All other current transactions —143 —159 —16 
Total Current Deficit —403 —955 —552 





Source: The Canadian Balance of International Payments, Dominion Bureau of 


Statistics. 
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dollar, the elimination of exchange restrictions, and Canada’s 
importing of large amounts of military and inventory goods 
during this period. 

Canada suffered a loss in its balance on all invisible items 
with the United States except for the reduction in the pay- 
ments of dividends during this year. The severest loss in the 
invisible items came from a reduction in the surplus of tourist 
expenditures. This can probably be explained by the relaxation 
of the restrictions governing the amount of money Canadian 
citizens could use in the United States during one year. 

With a deficit of $955 million with the United States, Canada 
had to have a surplus in other regions to keep its current 
account deficit down to only $524 million. 


TABLE 15 


Estimated Geographical Distribution of the Net Balance 
on Current Account 


(millions of dollars) 








1950 1951 
Between Canada and 
USS. —403 —955 
U.K. +28 +255 
Rest of Sterling Area —23 —29 
Other OEEC Countries —109 +220 
Other Countries —40 +20 





Source: The Canadian Balance of International Payments, Dominion Bureau 
of Statistics. 


From Table 15 it can be seen that Canada’s trade with the 
United Kingdom increased greatly in 1951, as well as her trade 
with the other OEEC countries. In 1951 Canada was returning 
more to her old pattern of trade, that is, having a large deficit 
with the United States and a surplus with the rest of the world. 

Counterbalancing the $955 million current account deficit 
with the United States, Canada had a $560 million net capital 
inflow from the U. S. during 1951. This inflow was of a different 
nature than the inflow of 1950. This can be seen by only $20 
million of outstanding securities having been bought in 1951 
compared to $362 million in 1950. The selling of new issues to 
the United States accounted for a $404 million inflow, and 
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direct investment into Canada accounted for a $259 million | 
inflow. Table 16 shows the U. S.-Canada capital account. | 




















TABLE 16 


Capital Transactions Between Canada and the U. S. 
(millions of Canadian dollars) 








1950 1951 
Transactions in Canadian debtor securities: 
Net sales of outstanding issues +362 +20 
New issues +210 +404 
Retirements —263 —159 
Transactions in foreign debtor securities: 
Net sales of outstanding issues +66 +15 
Retirements +7 +2 
Direct investment in Canada +199 +259 
Canadian direct investment abroad +41 —4 
Change in Canadian dollar balances owned in the U. S. +91 —53 
Refunding loan proceeds set aside for retirement +18 
Other net private capital movements including errors 
and omissions +229 +76 
Net inflow of capital +960 +560 





Source: The Canadian Balance of International Payments 1951, Dominion 
Bureau of Statistics. 

The characteristic of the capital inflow from the United 
States during 1951 was its long term nature. The difference in 
the two movements (i.e. investment in outstanding and new 


TABLE 17 


Security Sales Between Canada and the U. S. 
(millions of Canadian dollars) 








1950 1951 1952 
January 11.0 4.0 
February 15.2 1. 
March 6.7 _ 
April 0.9 3.4 
May —3.2 —8.9 
June 6.4 1.4 8.4 
July 10.6 0.2 —17.9 
August 54.1 0.4 —21.3 
September 147.1 —5.0 —15.8 
October 20.4 —31.4 —31.8 
November 3. —24.7 . 





December 10.7 
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securities) is shown in Table 17, which presents the falling off of 
outstanding security purchases after the freeing of the rate. 

In more general terms both the magnitude of the 1950 sales, 
and the change in the nature of the investment in Canada is 
shown by the fluctuations of annual purchases of securities. 


TABLE 18 


Net Sales and Purchases of Securities Between Canada 
and the U. S. 


(millions of Canadian dollars) 








Year Total Transactions United States 
1947 —18.0 —10.5 
1948 —17.9 —17.8 
1949 +6.5 +16.0 
1950 +238.4 +255.7 
1951 +17.7 —5.7 
1952 —77.9 —92.4 





Source: Sales and purchases of securities between Canada and other Countries 
December 1952 and Review of Trade During 1952. 


It can be seen from the annual figures that as the exchange 
rate appreciated, liquidations in the holdings of securities occur. 

The same pattern of purchases and sales, both showing the 
nature of the capital inflow in 1950, and the different character 
of the inflow after 1950, is evident in the purchases of Canadian 
bonds. 


TABLE 19 


Net Sales and Purchases of Canadian Bonds Between 
Canada and Other Countries 


(millions of Canadian dollars) 





1947 +4.6 
1948 —5.8 
1949 +12.4 
1950 +217.2 
1951 —41.2 
1952 —157.0 





Source: Sales and purchases of securities between Canada and other Countries 
December 1952 and Review of Trade During 1952. 


A decrease in the holding of Canadian bonds also occurred as the 
exchange rate appreciated. It must be remembered that re- 
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sponse to a high exchange rate by liquidation of assets tends to 
drive down the value of the exchange rate itself. 

During 1951 U.S. capital flowed not so much into short term 
securities as into direct investment in Canada, amounting 
to $259 million, a $60 million increase from 1950. Table 20 
shows the manner in which the investment was distributed. 


TABLE 20 
=stimate of Net Inflow of Capital from U. S. for 
Direct Investment in Canada 


(millions of Canadian dollars) 











1951 
Net inflows of capital 

Petroleum exploration, development and refining 140 
Transportation 14 
Mining 37 
Pulp and paper 22 
Other manufacturing 86 
Total Inflow of new capital as above 299 
Return of capital 40 
Net Capital Inflow 259 





Source: Canada's Balance of International Payments, Dominion Bureau of 
Statistics. 


The greatest increase in capital invested in Canada from 1950 
to 1951 was in new issues of Canadian securities. Table 21 
shows the type of securities purchased. 


TABLE 21 
Proceeds of New Issues of Canadian Securities Sold 
to Non-Residents 


(millions of Canadian dollars) 


1. Bonds and debentures 





Provincial governments 262 
Municipal governments 72 
Corporation 6 
Payable in U.S. dollars Sub Total 340 
Payable in Sterling 3 
Payable in Canadian dollars 26 
lotal bonds and debentures 369 
2. Stocks 42 
Total New Issues 411 





Source: Canada’s Balance of International Payments. 
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The movement of capital in 1951 differed from the movement 
in 1950 by its long run nature. One of the aims of the monetary 
authorities in setting the rate free was the support of long term 
capital inflow. 

The Canadian gold and dollar reserves only increased $47 
million during 1951, from 1,742 million in 1950 to 1,789 in 1951. 
This shift in reserves is certainly negligible when it is compared 
to the $625 million increase in 1950. A steady level of reserves, 
another aim of the Canadian Government, had been attained. 


DEVELOPMENTS IN 1952 


Canada’s current account changed sharply in 1952. It 
came from a deficit of $524 million to a surplus of $150 million. 
This shift was influenced by a change in Canada’s terins of 
trade. Both imports and exports increased approximately 
12 per cent in volume in 1952, but Canadian exports increased 
in value by 10 per cent, and imports fell by about 1 per cent in 
value. Export prices were close to the 1951 prices, but the 
prices of imports declined by more than 12 per cent. 

The change was partially accounted for by the imports of 
inventory commodities in 1951, but mainly by the constant 
demand for Canada’s export goods, wheat, newsprint, and base 
metals. Trade with the United States showed no great struc- 
tural change, but the change in exports to the United Kingdom 
and other non-sterling countries did change. Exports to the 
United Kingdom increased by over $100 million and exports to 
non-sterling area by $250 million. 

In 1952 direct investment in Canada was approximately $180 
million. The purchase of new issues amounted to $326 mil- 
lion, but the character of the new issues purchased by U. S. 
investors changed from 1951. A greater percentage of stocks 
were purchased in 1952 than before, for instance the $90 million 
flotation by the Canadian Aluminum Corporation. 

Table 22 lists Canada’s security transactions with other 
countries. 

This development of Canada’s external financial position was 
rather unexpected. There was a large current account surplus 
and a small capital outflow. The value of the Canadian dollar 
was increased by the demand for Canada’s exports, and this 
demand came principally not from the United States, but from 
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TABLE 22 


Security Transactions Between Canada and Non-Residents 


(millions of Canadian dollars) 








1950 1951 1952 

Canadian Securities 

Outstanding Issues +329 +38 —95 

New Issues +210 +411 +326 

Retirements —284 —184 —86 
Foreign Securities 

Outstanding Issues +70 +15 +9 

New Issues —2 —3 +20 

Retirements +8 +3 — 





Sources: Sales and Purchases of Canadian Securities between Canada and other 
countries December 1952 and Review of Trade during 1952. 


the rest of the world. It is believed (all the statistics are not 
available at the time of writing) that Canada will have expe- 
rienced a capital outflow during 1952. The falling in the value 
of the Canadian dollar during the last months of 1952 give an 
indication of this. 

One point of great interest is the growing importance of com- 
mon and preference stocks in Canada’s transactions with other 
countries. 


TABLE 23 


Canadian Sales of Stocks to Non-Residents 


(millions of Canadian dollars) 





1947 49.0 
1948 89.0 
1949 63.4 
1950 137.7 
1951 278.3 
1952 320.3 





Source: Sales and Purchases of Canadian Securities between Canada and other 
countries December 1952 and Review of Trade during 1952. 


The steady rise in the purchase of these stocks is very logical; 
many non-residents who had hoped to profit immediately by 
an appreciation to a new par value in 1950 probably switched 
their other investments in Canada into these securities. Since 
the exchange rate showed no appreciable rise during 1951, the 
speculators probably decided the best opportunity for profit 
lay in Canadian stocks. 
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ACTION OR INACTION OF MONETARY AUTHORITIES IN 
RESPECT TO THE RATE 


It appears from the movement in Canada’s gold and dollar 
reserves that the monetary authorities have not tried to in- 
fluence the rate in any particular direction, in the period since 
the rate was freed. On June 25, 1952 Minister Abbott stated 
‘“. , it will be our purpose . . . merely to operate so as to 
minimize extreme fluctuations—to smooth a trend somewhat 
rather than to attempt to resist a trend in either direction.’’™ 
He also made a similar statement in October 1952 when he 
said, ‘Since then (September 30, 1950), our policy has been to 
allow the rate to be determined by the normal play of economic 
forces without official intervention, except to ensure orderly 
conditions in the foreign exchange market. No attempt is 
made to reverse persistent trends, but only to smooth out exces- 
sive short-run fluctuations.”’ 

Since the rate was freed, the gold and dollar reserves of 
Canada have increased only $37 million in 1951 (from $1,742 
million to $1,789 million), and $71 million in 1952 (from $1,789 
to $1,860 million). 

As a point of interest a correlation of several factors affecting 
the development of the exchange rate has been prepared in 
Table 24. The total correlation of the effects of these factors 
has not been calculated. It can be broadly stated from the view- 
point of economic theory that under a free rate the rate of 
exchange is determined by the current account, the capital 
account, and the developments in the gold and dollar reserve 
position. 

The factors correlated with the change in the exchange rate 
were: non-residents’ purchase and sales of outstanding securi- 
ties, balance of merchandise trade with the United States, 
Canada’s gold and dollar reserves, and Canada’s balance of 
merchandise trade with all countries (including the United 
States). 

The correlation of the change in Canada’s exchange rate 
with the sales and purchases of outstanding securities by non- 
residents was 0.44. This is not as high a correlation as might 
be expected, and by examining the raw data it can be seen 
there were heavy sales of securities during the last four months 


*” House of Commons Debates, June 25, 1952, p. 3,692. 
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TABLE 24 












Outstanding Se- 


Balance of 












curities’ Sales Balanceof Goldand Mdse. Trade 
Valueof &Purchasesby Mdse. Trade Dollar with All 
Canadian Non-Residents with U.S. Reserves Countries 

Dollar (mil. $) (mil. $) (bil. $) (mil. $) 

1950 
Oct. 1.050 20.4 —0.9 1.827 —1.7 
Nov. 1.048 3.5 —19.7 1.787 —31.5 
Dec. 1.060 0 12.0 1.742 rp 

1951 
Jan. 1.055 11.0 —43.0 1.744 —38.4 
Feb. 1.046 15.2 —44.1 1.742 —37.3 
Mar. 1.051 6.7 —52.4 1.653 —48.5 
Apr. 1.068 0.9 —92.3 1.664 —92.9 
May 1.068 —3.2 —61.7 1.682 —78.1 
June 1.067 1.4 —50.6 1.683 —44.6 
July 1.056 0.2 —29.8 1.689 7.9 
Aug. 1.058 0.4 —33.7 1.562 —3.9 
Sept. 1.055 —5.0 —22.1 1.610 12.0 
Oct. 1.048 —31.4 —27.4 1.678 31.5 
Nov. 1.036 —24.7 —11.9 1.749 58.8 
Dec. 1.017 10.7 —9.9 1.779 112.0 

1952 
Jan. 1.003 4.0 —37.4 1.784 21.4 
Feb. 1.000 1.0 —40.2 1.787 32.0 
Mar. .987 0 —64.7 1.787 32.3 
Apr. .980 3.4 —61.6 1.803 28.3 
May .983 —8.9 — 80.9 1.807 1.0 
June 974 —8.4 —40.9 1.828 56.5 
July .964 —17.9 —55.9 1.845 32.0 
Aug. .961 —21.3 —31.9 1.848 48.9 
Sept. 960 —15.8 —58.5 1.856 — 6.8 
Oct. 967 —31.8 —64.3 1.856 3.0 
Nov. 973 —6.5 —50.9 1.842 28.3 

















of 1951. These sales probably occurred because the exchange 
rate was taking a downward turn, and the owners of the secu- 
rities were afraid that this trend would continue. Moreover, 
most of these securities were purchased in the third quarter of 
1950, and since that time the exchange rate had increased by 
such a small amount that the investors in these securities 
probably felt that they could make greater profits if they 
liquidated their holdings, and invested their money elswhere. 
This new investment could take place either in Canadian 
common stock or elsewhere. Another factor affecting the 
correlation rates is the time lag between the realization of an 
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appreciation of the currency by the speculator and the sale of 
securities. 

The ratio of correlation between the appreciation of the 
Canadian currency and the balance of trade with the United 
States was 0.317. This correlation could not be very high 
inasmuch as U. S. imports from Canada are relatively inelastic. 
That is, these imports do not drop off greatly as the value of 
the currency increases. Also as the rate appreciates, Canada’s 
terms of trade improve in that Canada can import more goods 
for the same amount of Canadian dollars. The relative in- 
elasticity and the shift in the terms of trade cancel out to some 
extent, leaving the balance of trade with the United States 
largely influenced by other factors than the exchange rate. 

The correlation between an increase in the value of the 
Canadian dollar and a rise in gold and dollar reserves was 
—0.805. This correlation merely shows that the Canadian 
authorities are active in straightening out the daily fluctuations 
in the market. Nothing else can be inferred from this figure, 
especially since a negative correlation between the two factors 
would not stop a trend (as those who claim the Bank of Canada 
interferes would infer), but only push it further in the direction 
it was already going. 

The correlation between the increase of the value of the 
Canadian exchange rate and the balance of merchandise trade 
with all countries was —0.52. The United States was included 
in this category. The negative correlation would have been 
much higher had the United States not been included in that 
category, since the United States had a positive correlation 
with the rise in the value of the Canadian currency. The 
correlation of the rise in the exchange rate with the balance of 
merchandise trade of all countries not including the United 
States can be explained by the fact that the rest of the world 
was sensitive to changes in the value of the Canadian dollar, 
and as a result imports from Canada fell drastically during 
1951. During 1951 the rest of the world had a very high elas- 
ticity of imports. Canada on the other hand imported a great 
deal from these countries during 1951, and thus had a very 
unfavorable balance of trade. These two factors account for 
the high negative correlation of Canada and the rest of the 
world, when the United States is not included. 
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Nothing definite can be said from these correlations except 
that projection is still the béfe noire of the economist. Correla- 
tion analysis is merely another interesting means of trying to 
explain and understand the phenomenon of a free exchange 
rate, but it cannot replace a careful analysis of all the specific 
factors in a specific case. 


CRITICAL CONSIDERATION OF CANADA’S RATE POLICY 


The future development of the current account balance 
was one of the problems considered by the Canadian authorities 
at the time of the freeing of the rate. Since the rate was freed, 
the current account balance has had two distinct effects upon 
the value of the Canadian dollar. During 1951 Canada had a 
large current account deficit, and this factor moderated the 
upward movement of the Canadian dollar. It reduced the 
general trend for appreciation by placing a great supply of 
Canadian dollars on the market in payment for increased 
imports. In 1952 the current account balance showed a large 
surplus, and this has been the greatest factor in the apprecia- 
tion of the value of the Canadian dollar. 

Still another problem: how would the capital account de- 
velop? The capital account also affected the value of the 
Canadian dollar in two different ways in the last two years. 
In 1951 the capital movement into Canada was large and 
caused the slight appreciation in the value of the Canadian 
dollar. There was practically no capital outflow in 1951. Ap- 
parently the speculators felt that the rate had not yet appre- 
ciated to its true value. 

In 1952 the capital inflow still continued at a high rate, but 
there was also a very great outflow. The reason for the out- 
flow being that the speculators now felt that it was profitable 
to take their capital out of Canada. In 1952 the capital account 
balance had a slight downward effect on the value of the ex- 
change rate, as can be seen by the slight drop in the last three 
months of the year. 

A general appraisal of the operation of the free rate mech- 
anism in the light of the assumption that a gradual upward 
adjustment in the rate of exchange was desirable for Canada, 
results in the tentative judgment that the Canadian foreign 
exchange policy was orderly and the best solution of a knotty 
situation. 
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Since September 1950 the Canadian domestic economy has 
continued to prosper. How great a part the free rate played 
in this prosperity is very difficult to determine. Since Septem- 
ber 1950 the terms of trade have switched in Canada’s favor. 
She is now able to purchase more goods with the Canadian 
dollar as a result of its appreciation. The fluctuation in the 
value of the rate has absorbed many fluctuations of inter- 
national prices. The Canadian price index has remained more 
or less stable since the rate was freed. In 1952 the cost of living 
dropped two per cent and the average wage rate increased. 
This combination suggests a rise in the standard of living of 
Canada. The preliminary conclusion that can be reached in 
this paper is that the free rate has played an active part in the 
favorable development of Canada’s domestic economy. 


EFFECT ON FOREIGN ECONOMIES 


Often when the free exchange rate is discussed, one of the 
points brought up against it is that a country which adopts a 
free rate produces adverse effects on the other economies of the 
world which maintain fixed rates.*! In the Canadian case this 
cannot be proved, because Canada’s rate did not generate 
great fluctuations in international prices or in other factors. 
Generally a free rate is used for a slow depreciation and it may 
become a type of “beggar my neighbor’’ policy. Canada’s free 
rate has been just the opposite because as the value of a cur- 
rency appreciates the demand for that country’s goods gen- 
erally falls off (at least in principle). It cannot be said that 
Canada has taken away any other country’s exports by pur- 
suing an inflationary free rate policy. 

In general, Canada’s exchange rate policy would have little 
effect on the rest of the world because of her relatively small 
economy compared to total world trade. The economy is not only 
small, but it is select. Many of Canada’s exports are virtual 
monopolies. Their price policies actually have not disturbed 
foreign economic developments. It seems that the United 
States has adapted to (without difficulties) the higher prices 
resulting from imports of pulp, nickel, uranium and iron ore. 


21 International Financial Statistics lists in addition to Canada the following 
currencies with “fluctuating” rates though several of those rates have not been 
recently fluctuating: Chile, Ecuador, France, Hong-Kong, Italy, Lebanon, Nica- 
ragua, Peru, Syria, Thailand, Uruguay. 
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FUTURE EXCHANGE RATE POLICY 


The future exchange rate policy of Canada is very hard to 
predict, unless bold assumptions are made in respect to devel- 
opments in international politics. Canada has had great success 
with the free rate, but certain sectors of the economy have 
claimed that the exchange rate has gone too high, and that the 
Canadian authorities should interfere and push down the rate. 
The future of Canada’s exchange rate is also difficult to predict 
because of the obligation that Canada has toward the Inter- 
national Monetary Fund. The Fund, when recognizing the 
exigencies which led to Canada’s institution of a free rate, 
stated that it hoped Canada would conform to the Articles of 
Agreement as soon as possible. Canada reaffirmed that posi- 
tion, but has not indicated in any way that she has any inten- 
tion of discontinuing the present policy. In fact in Minister 
Abbott's recent speech there was a strong indication that the 
present policy would be continued for the time being. 

“With the international situation as disturbed as it is at 
present and with our unusual exposure to movements of capital 
originating in the United States, fluctuations in our exchange 
rate have to be accepted. At some future time, conditions may 
develop in which it would be appropriate to establish a fixed 
rate of exchange for the Canadian dollar.’’”* 

In the same speech Minister Abbott indicated a continuation 
of the present policy when he said to the exporters: ‘‘exporters 
and all those who are receiving money from abroad tend to 
benefit when our exchange rate is down, and tend to be ad- 
versely affected to some extent as it goes up.’’** 

This speech has been the only clue to future exchange policy 
in Canada. It seems safe to conclude from the speech that the 
present Canadian exchange policy will be continued in the near 
future despite prior commitments to the Fund. 

It may also be stated that if the sterling currencies will not 
adopt the free rate system and if in international politics no 
such changes occur which would cause great fluctuations in 
economic developments, the Canadian rate will be stabilized 
at some appropriate date in the future. 


32 oa Abbott’s speech to the Vancouver Board of Trade, October 20, 1952. 
33 Tbid. 











THE LIMITS OF TAXATION 
J. Cortland G. Peret' 


INTRODUCTION 


AX governments are faced with the problem of how to finance 
their expenditures. In many instances the decision of 
making expenditures is in no way related to the decision of 
how to obtain the funds with which to make those expendi- 
tures. Central governments have three methods available for 
obtaining funds: (1) taxation,” (2) borrowing from either the 
citizens, commercial banks, or the central bank, and (3) print- 
ing money. In modern states today this latter method is 
usually ruled out. State and local governments are usually 
limited to the first two alternatives of the central governments 
and they are usually precluded from borrowing from central 
banks. When governments do obtain funds by borrowing, 
they usually agree to repay these at some specific future time. 
Repayment is possible only by levying additional taxes or by 
refunding their loans. 

Levying taxes on individuals and on business enterprises of 
the political entity has the effect of transferring purchasing 
power from these individuals and business units to the gov- 
ernment. Taxpayers have always complained about the burden 
of such taxes, but recently the number of complaints and their 
tenacity seems to have increased. Perhaps this is due to the 
fact that consumers faced with rising costs of living and pro- 
ducers faced with rising costs of production have become more 
conscious of higher taxes. 

The question of the amount of taxes that should be levied 
has two important components: one, an amount which is 
sufficient to cover the budgetary expenditures, and two, an 
amount which is economically and politically (perhaps basically 
psychologically) feasible to collect. An equally important 
question is in what way shall these taxes be levied, that is, 
how shall they be distributed? Upon occasion the problem of 


11 am indebted to Professor Alvin H. Hansen and my wife for making many 
valuable suggestions and criticisms. Responsibility for the analysis and conclusions 
is, of course, solely my own. 

? In this context taxation would include the imposing of tariffs on imports and 
exports. 
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the volume of taxes that “should” be levied has an important 
corollary in the question whether there is a limit to the volume 
of taxes that can be imposed and, if there is a limit, what is that 
limit, how does it operate, and what are its general effects 
upon the economic system? Recently the question of the 
volume of taxes that may feasibly be imposed without creating 
undesirable repercussions has received much attention. The 
existence of such a limit to taxation is important both from 
the point of view of raising revenue to meet expenditures and 
from the point of view of using taxes as an instrument of fiscal 
policy. 


CLARK’S CRITICAL LIMIT OF TAXATION 


In recent articles* Mr. Colin Clark contends that there exists 
a critical limit to the proportion of a country’s national income 
that its government may acquire by taxation without pro- 
ducing a “. . . marked and permanent fall in the value of 
money .. .’’* as measured by a retail price index. From his 
empirical investigations Clark concludes that when the total 
of all taxes levied (direct and indirect, federal, state, and 
local)® plus governmental budgetary deficit, but mof minus 
surplus, of a country exceeds approximately 25 per cent of the 
national income (20 per cent in certain countries—evidently 
relatively underdeveloped and relatively poor ones) inflationary 
forces come into existence which reduce the value of money 
until this relationship does exist. Though this process may 
take two or three years, the burden of taxes will become bear- 
able. In a later statement Clark makes clear that this limit 
is only an approximation; the actual figure may even vary as 

* Colin Clark, ‘‘Public Finance and Changes in the Value of Money,” The 
Economic Journal, December, 1945, pp. 371-389; and Colin Clark, ‘‘The Danger 
Point in Taxes,” Harper's Magazine, December, 1950, pp. 67-69, reprinted in 


Tax Outlook, February, 1951, pp. 2-6. 

Po aa Clark, ‘‘Public Finance and Changes in the Value of Money,” op. cit., 
p. 371. 

5 Clark does not state specifically whether his concept of ‘‘total taxation’’ on 
which his 25 per cent hypothesis is based includes or excludes social security taxes, 
unemployment taxes, and other social insurance contributions; but it seems that 
his total taxation does not include them. With reference to his data for Great 
Britain in his Table 1 (on which Table 2 of this paper is based) he says that if the 
figures for taxation as a per cent of national income include social insurance con- 
tributions, they become more nearly 25 per cent of national income than approxi- 
mately 23 per cent. To make his data comparable for all of the countries he in- 
cludes in that table, he would have to exclude such contributions from the taxa- 
tion totals for all the countries. 
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much as 23-27 per cent.® As further confirmation of his 25 per 
cent figure he cites an estimate for Great Britain for 1935 of 
the maximum possible budgetary revenue from all sources at a 
full employment level of national income of 25.7 per cent of 
national income.’ 

As long as the total of all taxes levied remains below this 
critical limit, the balance of forces will operate to keep stable, 
or occasionally to increase, the value of money.’ Although not 
stressed, Clark does make the point that deflation may result 
when the total taxation is below his critical level. And his 
analysis infers, at least implicitly if not explicitly, that this is 
what happens.’ For stability of the value of money to exist, the 
level of taxation must be maintained at this critical point of 
25 per cent of the national income.” 

As a possible explanation of a fall in the internal value of 
money, Clark cites these factors (here excluding war and the 
business cycle): (1) a depreciation in foreign exchange rates 
due to arbitrary political action or to foreign anticipations of 
inflation, (2) a rise in wage rates, (3) over-full employment, 
and (4) direct action by politicians and bankers.’? The con- 
verse of these may result in an increase in the value of money. 

Of these possible explanations of rising prices, Clark says 
that inflationary and deflationary movements are probably 
initiated and terminated by the operation of the rates of tax- 
ation.'* He suggests that: 


* Hearings before the Joint Committee on the Economic Report, January 1952 
Economic Report of the President, Congress of the United States, 82nd Congress, 
Second Session, January 31, 1952. Washington: U. S. Government Printing Office, 
1952, p. 316. 

7 Colin Clark, ‘‘Public Finance and Changes in the Value of Money,” op. cit., 
p. 381. 

8 Ibid., p. 380. 

* See the discussions of deflation in Norway and Japan which follow. 

” Although the proportion of taxation to national income in two different 
countries or in a given country in two different years may be the same, the impact 
of that taxation upon different taxpayers may be vastly different because of 
differences in the structure of the tax systems in the two countries or in the two 
different years within a given country. 

1 In his article in The Economic Journal, Clark specifically excludes from his 

consideration periods of war and of business cycles, and hence their effect on the 
price level. But in his article in Harper's Magazine he includes them. They will be 
included in the analysis in this paper. 

2 Colin Clark, ‘‘Public Finance and Changes in the Value of Money,” op. cit., 
p. 371. 

48 Clark attributes this suggestion to a statement made by John Maynard 
Keynes in The Nation and Athenaeum, January 9, 1926. 
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. . . both the causes initiating and terminating such [inflationary 
and deflationary] movements are most likely to be found in the 
field of public finance through the operation of (i) deficits or sur- 
pluses, (ii) large changes in rates of taxation. A substantial deficit 
or surplus, of course, directly affects the aggregate demand for goods 
and services, but also, which is probably of greater importance, 
creates anticipations, both at home and abroad, of rising taxation 
and/or inflation, or falling taxation and/or deflation, as the case 
may be. 

“But of much greater importance than the effects of deficits or 
surpluses is the effect of taxation itself. 

“Excessive taxation, particularly a high excess profits tax, or any 
other tax which falls particularly heavily upon increments of profit, 
undoubtedly weakens an employer’s natural resistance to wage in- 
qemu... 


According to Clark the principal activating force of any 
inflationary movement is an increase in wages. This infla- 
tionary movement is activated by the transfer of allegiance of 
representatives of those elements in the community (fixed 
income classes and creditors) from favoring a stable or rising 
value of money as they normally do to favoring a falling value 
of money (usually favored by debtors and entrepreneurs). 


“The parliamentarian, banker or administrator, confronted with 
what he considers excessive taxation (or with a large deficit which 
holds out prospects of higher taxation in the near future) becomes, 
consciously or unconsciously, more reluctant to erect those bar- 
riers which, in more normal times, he would erect against rising 
wages and prices. For he considers that a general rise in prices and 
wages is likely to raise the public revenue proportionately, which is 
not the case with all elements in the public expenditure. 

“When the value of money has been reduced sufficiently to make 
the burden of the budget bearable, there will be a retransfer of 
allegiances in the political, administrative and banking fields: gov- 
ernmental authorities and bankers will resume their normal opposi- 
tion to all proposals which they think would have an unduly ex- 
pansionist effect ; individual employers will show stronger resistances 
to demands for wage increases; and the general value of money will 
again become stable.’’!5 


Thus, if the rise in prices and wages occurs in an orderly and 
4 Colin Clark, ‘‘Public Finance and Changes in the Value of Money,” op. cit., 


p. 373. 
8 Tbid., pp. 374-5. 
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regular manner, this transfer of allegiance will result in the tax 
burden being relatively reduced, possibly with a lag of two or 
three years. When the burden of taxes becomes bearable— 
when the level of taxation relative to national income is no 
longer in excess of the critical limit, the inflationary forces will 
cease to operate. 

In a popular article in Harper's Magazine Clark has placed 
less emphasis on the transfer of allegiances in the political, 
administrative, and banking fields and has given greater 
emphasis to the more common argument that increased taxes 
affect adversely the quantity of labor offered at given wage 
rates and salaries and the efficiency of efforts applied by wage 
or salary recipients."© According to this argument, which 
would seem to apply more specifically to the personal income 
tax than the argument he first put forward in The Economic 
Journal, many people do not find it worth their while to work 
either as much or as hard, or both, after taxes have been in- 
creased as they did before. Consequently the level of produc- 
tion is not maintained and a shortage of goods results. This 
smaller output of goods with the same aggregate money demand 
results in inflationary pressures on prices. 

When Clark makes the statement that inflation ensues when 
total taxes have exceeded about 25 per cent of the national 
income, does he mean that inflation results from the effects of 
the high level of taxes and does he use the level of budgetary 
expenditures merely as a measure of the level of taxes, current 
and potential? Or does he use the level of total taxes levied (plus 
deficit in those cases where it is ‘‘substantial’’) as a measure of 
government expenditure and really mean that inflation results 
from the effects of high levels of government spending? It is 
difficult to determine which of these interpretations of his 
hypothesis he really means. 

Clark explains that inflationary forces are actuated by ex- 
cessive taxation and these continue until the “burden of the 
budget’’ becomes bearable. Then stable prices exist. At this 
point when Clark refers to the “burden of the budget,”’ he may 
be referring to the more or less direct effect of government ex- 
penditures on wages and prices rather than any effect which 


6 This latter can be looked at as another version of a change in the quantity of 
labor offered at given wage rates and salaries. 
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might result from taxation. He continues in a way which seems 
to indicate that this is what he means: 


“This hypothesis indicates, therefore, that the level of budgetary 
expenditures acts, by a more or less automatic procedure, as the 
final determinant of the value of money. . . . The object is to 
determine so far as possible whether or not the above relationships 
hold, and if so, what proportion budgetary expenditure must bear 
to the national income before they come into play. 

“There are few branches of economic statistics in greater confu- 
sion than the comparative statistics of public finance. It has proved 
quite impossible to compare statistics of expenditure. . . . The only 
basis of comparison which can be hoped for is the revenue from 
taxation . . . tax revenue . . . may therefore be taken as a fairly 
good indication of the size of the budget. The principal exception of 
this of course is when substantial deficits are being incurred. Where 
these occur, therefore, they are separately recorded. It is assumed, 
in effect, that the electors, politicians and others who finally deter- 
mine the course of a country’s monetary policy take into account 
not only the current taxation which they have to bear, but also the 
additional taxation they will have to bear if and when the budget 
deficit ismet. .. . 

“The data below serve rather strikingly to support the truth of 
this hypothesis and to indicate that the critical limit of taxation is 
about 25% of the national income, or possibly rather less.’’” 


Despite this apparent concern with the level of budgetary 
expenditures, Clark’s hypothesis actually seems to be that it is 
the level of taxation through its more or less direct effects which 
determines the value of money rather than the level of budg- 
etary expenditures. On the basis of this interpretation, he 
seems to think of the level of budgetary expenditures merely 
as determining the level of taxation, current and potential. 

For Clark to be concerned with the level of budgetary ex- 
penditures it would seem that his explanation of the mechanism 
of changes in prices should be through changes in the demand 
for goods and services. For inflation to occur without budg- 
etary deficits being incurred, Clark would have to show that 
increased government expenditures financed by taxation in- 
crease the total demand for goods and services over what it 
would otherwise have been, so that competitive bidding for 
factors and products results in higher prices for these items. 
" Tbid., pp. 374-6. 
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When deficits are incurred, he would have to show that the 
total demand for goods and services increased relatively to 
their supply. 

But Clark’s analysis is not primarily in terms of changes in 
demand for goods and services. In his article in The Economic 
Journal, as indicated above, changes in the value of money 
depend on the transfer of allegiance of important elements of 
the economy because they are faced with higher taxes; and in 
his article in Harper's Magazine, as also indicated above, 
changes in the value of money depend on the decreased-output 
effects of taxes. In addition, Clark specifically states, as quoted 
above, that ‘‘. . . of much greater importance than the effects 
of deficits or surpluses is the effect of taxation itself.’’ It is the 
object of this paper to determine the plausibility of the hypoth- 
esis that inflationary forces are activated when the level of 
taxation exceeds 25 per cent of the national income. 


CLARK’S STATISTICAL ANALYSIS 


It is questionable whether the evidence presented by Clark 
proves his thesis. From his data for France (Table 1) Clark 
shows that in 1922 taxation plus deficit amounted to about 
33 per cent of the national income and an “‘excessive’”’ burden 
(above 25 per cent) continued until 1924 when he says ‘‘equilib- 
rium’’ was in sight. But his data indicates that inflation con- 
tinued until 1930. During 1925 and 1926 the taxation burden™® 
was sufficiently below the critical level to bring a halt to any 
inflationary tendencies—as far below as in other cases in which 
Clark says deflation occurred, and from 1927 through 1930 the 
burden of taxation was about equal to the critical limit. Yet 
prices rose about 15 per cent during those four years. 

Clark says the price decline in France which began in 1931 
and lasted until 1936 was “foredoomed to failure from the 
start.’’ But according to his thesis the price decline should 
not have occurred at all; in fact, inflationary pressures should 
have been very strong. In the four years immediately preceding 
this period when the taxation burden had been just at the 
critical limit, prices rose. And from 1932 through 1935 when 


% The term “‘taxation burden” is used throughout this paper to include the 
actual taxes levied at all levels of government plus the taxes which probably would 
be levied in the future because of budgetary deficits. 
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TABLE 1 


Retail Price Index (1913 or 1914 = 100), Taxation as Per Cent 
of National Income, Deficit as Per Cent of National 
Income, and Taxation Plus Deficit as Per Cent 
of National Income for France, 1922-1938 





Per Cent of National Income 








Retail Taxation 

Price Plus 
Year Index Taxation Deficit Deficit 
1922 296 25.4 8.2 33.6 
1923 333 23.8 8.8 32.6 
1924 369 21.9 4.6 26.5 
1925 400 20.1 0.9 21.0 
1926 505 21.2 — 21.2 
1927 514 24.9 oe 24.9 
1928 519 25.2 — 25.2 
1929 556 25.6 -- 25.6 
1930 581 25.0 -- 25.0 
1931 569 26.1 = 26.1 
1932 526 26.3 2.9 29.2 
1933 520 26.5 5.8 32.3 
1934 515 28.8 4.9 33.7 
1935 482 26.9 9.7 36.6 
1936 507 24.6 — 24.6 
1937 619 19.6 2.4 22.0 
1938 697 21.3 3.6 24.9 





Source: Colin Clark, ‘‘Public Finance and Changes in the Value of Money,” 
The Economic Jcurnal, December, 1945, p. 375. 


prices were falling, the critical limit was well exceeded—being 
over 30 per cent of the national income. Clark passes off this 
deflation from 1931 through 1935 as the exception that proves 
the rule! But unfortunately this is not the only exception to 
his rule. For France, only the years 1922 through 1924 are 
consistent with his thesis. In general his theory is not con- 
sistent with his empirical evidence. 

It would seem that factors other than the level of the taxation 
burden were more important in explaining the price changes 
which occurred in France during this period. For example, 
Professor Ragnar Nurske says: 


“Depreciation set in again in 1922; and at this time it was due in- 
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creasingly to capital exports prompted by speculative anticipations 
of a continued fall in the exchange.”’” 


The restoration of confidence in the French franc in July, 1926, 
resulted in a wholesale return of French flight capital. With 
stabilization of exchange rates, the influx of gold and foreign 
exchange until the middle of 1928 rendered the economy very 
liquid. This exceptional liquidity probably accounts for some 
of the rise in prices during this period. And the world-wide 
depression in the early nineteen-thirties probably accounts for 
some, if not a great deal, of the price decline in France at that 
time when, according to Colin Clark’s argument, rising prices 
should have occurred. 

Nor is the data presented for Belgium (Table 2) any more 
consistent with his argument than that presented for France. 
In 1925 and 1926 while the taxation burden was in excess of the 
critical limit, prices were indeed rising.*” But beginning in 1927 
and continuing through 1930 prices continued to rise after the 
taxation burden had been reduced well below the critical level. 

The data Clark presents for the other countries is a little 
more consistent with his argument. For Norway, Great Britain, 
Japan, and Italy, Clark finds that in the last half of the 1920's 
the taxation burden was below the critical limit, in some cases 
well below, and that prices in those countries were falling. 
With regard to Norway, Clark says: ‘‘In 1927, when taxa- 
tion had become [increased to] 24 per cent of the national 
income . . . the pace of deflation was slowed down.’’*' In 
his article in Harper’s Magazine Clark says each of the deflations 
in Britain, Italy, and Norway was carried to the point where 
it raised the proportion of taxation to national income some- 
where between 23 and 25 per cent, beyond which it was not 
carried further.** With regard to Japan, Clark says, 


. there was a fairly rapid increase in the value of money be- 


% League of Nations, International Currency Experiences. League of Nations, 
1944, pp. 117-8. 

2° Pechman and Mayer show that retail prices in Belgium began to rise in 1923 
while the tax burden plus deficit was below the critical limit. Joseph A. Pechman 
and Thomas Mayer, ‘Mr. Colin Clark on the Limits of Taxation,’ The Review of 
Economics and Statistics, August, 1952, p. 236. 

*1 Tbid., p. 377. 

*2 Colin Clark, ‘‘The Danger Point in Taxes,” op. cit., p. 68. 
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TABLE 2 
Retail Price Index (1913 or 1914 = 100), Taxation as Per Cent 
of National Income, Deficit as Per Cent of National 
Income, and Taxation Plus Deficit as Per Cent 
of National Income for Selected Countries 
for Selected Years 





Per Cent of National Income 








Retail Taxation 

Price Plus 
Year Index Taxation Deficit Deficit 

Belgium 
1925 519 14.2 16.8 31.0 
1926 621 16.5 10.2 26.7 
1927 771 17.3 a= 17.3 
1928 798 18.2 _ 18.2 
1929 847 17.3 = 17.3 
1930 869 13.1 2.7 15.8 ' 
Norway 
1925 246 19.4 —- 19.4 
1926 205 22.5 22.5 
1927 187 24.0 — 24.0 
1928 173 23.0 — 23.0 
1929 166 23.2 = 22.2 
Great Britain 
1925 176 22.1 — 22.1 
1926 172 23.1 — 23.1 
1927 168 23.1 — 23.1 
1928 166 23.0 — 23.0 
1929 164 22.0 — 22.0 
Japan 
1925 218 14.7 — 14.7 
1926 199 14.9 _— 14.9 
1927 189 14.8 — 14.8 
1928 184 14.7 — 14.7 
1929 182 14.7 = 14.7 
Italy 

1926 517 15.3 os 15.3 
1927 472 16.8 — 16.8 
1928 438 23.6 _ 23.6 
1929 446 22.0 22.0 





Source: Colin Clark, “Public Finance and Changes in the Value of Money,” 
The Economic Journal, December, 1945, p. 375. 


tween 1925 and 1928. In this case, however, taxation stood at only 
15 per cent of the nationalincome . . .’’*8 


-— Clark, ‘“‘Public Finance and Changes in the Value of Money,” op. cit., 
p. 377 
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Pechman and Mayer show that the price decline in Italy which 
began in 1926 was only temporarily halted in 1929; it continued 
until 1934 during which time taxes plus deficit had increased to 
30.8 per cent of national income.** 

During the interwar period the value of money of most coun- 
tries of the world was undoubtedly influenced one way or 
another, and oftentimes very strongly, by their currency 
problems—by the relations of their currencies to gold or by 
their attempts to maintain stable exchange rates. The price 
levels of these countries were probably also affected by their 
world trade and by movements of world prices. 

In his Harper’s Magazine article Clark cites post-World- 
War-II instances when the ratio of the taxation burden to 
national income exceeded his critical limit. Without presenting 
statistical evidence he says that the inflations (in some in- 
stances suppressed) of the United States, Belgium, France, 
Italy, Japan, Britain, the Netherlands, Norway, Sweden, 
Australia, New Zealand, Finland, Switzerland, and Denmark 
all resulted because for each the ratio of their taxation burden 
to the national income exceeded the critical limit of about 
25 per cent. In this article he indicates that the greater this 
ratio is exceeded, the more severe will be the resulting inflation. 
In Britain, for example, where the burden of taxation reached 
43.7 per cent of the national income in 1949, Clark says, “It 
seems inevitable that Britain’s suppressed inflation, after a 
longer or shorter interval will break out into open inflation, 
probably on a catastrophic scale.”’*® 

The statistical evidence which Colin Clark presents does not 
seem to verify his hypothesis that the critical limit of taxation 
is 25 per cent of the national income. Although this is a dam- 
aging blow to his hypothesis, it does not necessarily invalidate 
it. Since Clark specifically puts his hypothesis forward as 
applicable to the United States, it must be specifically ex- 
amined in the light of relevant data to determine its signif- 
icance for this country. 

In comparing the total taxes of a country with its total 
income, the relevant variants of the concepts of both total 

** Joseph A. Pechman and Thomas Mayer, “Mr. Colin Clark on the Limits of 


Taxation,”’ op. cit., p. 236. 
*8 Colin Clark, ‘“The Danger Point in Taxes,” op. cit., p. 69. 
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income” and total taxes”? must be used. Net national product 
is probably the most relevant concept of a nation’s income for 
this purpose. In obtaining national income, indirect business 
taxes, which are a substantial part of total taxes, are deducted 
from net national product. Although national income is the 
concept ordinarily used and evidently the one Clark used, total 
taxes should be compared with total income before any taxes 
are deducted rather than an income concept with part of the 
total taxes excluded and part included.* 

Total government tax receipts plus social insurance con- 
tributions (of all levels of government) is probably the relevant 
concept of totai taxation to use in analyzing the limits of tax- 
ation. Insofar as social insurance contributions (with the 
probable exception of government life insurance and possible 
exception of retirement funds) imply a future benefit for the 
workers and a repayment is expected to be made in the future, 
these contributions are similar to loans to the government. 
But insofar as immediate or current burdens are concerned, 
and in recent years the emphasis seems to be on ‘‘take home 
pay,”’ these contributions are like other taxes. Although total 
government receipts seems to be the concept ordinarily used, 
only actual taxes should be compared with income in analyzing 
the effects of taxation.” 

Figure IA shows total tax receipts (of all levels of govern- 
ment) as a per cent of net national product and total tax re- 
ceipts plus deficit minus surplus as a per cent of net national 
product annually for 1929 through 1950 and the consumers’ 

2 For a discussion of these see Alvin H. Hansen, Business Cycles and National 
Income. New York: W. W. Norton & Company, 1951, pp. 93-105. 

27 Total government tax receipts includes receipts from all forms of taxation by 
all levels of government. Total government tax receipts plus social insurance con- 
tributions includes, in addition to the foregoing, employee contributions for old-age 
and survivors insurance, state unemployment insurance, railroad retirement insur- 
ance, federal civilian employee retirement systems, state and local employee retire- 
ment systems, cash sickness compensation funds, and government life insurance 
and employer contributions for federal unemployment taxes and railroad un- 
employment insurance. Total government receipts includes, in addition to these 
first two concepts, business and personal nontax payments to all levels of govern- 
ment. 

28 The concept of total taxes used here as a per cent of net national product 
averages about two-and-a-half percentage points (with a range of from one to 
four percentage points) below this concept of total taxes as a per cent of national 
income. 

* Total government receipts as a per cent of net national product is only about 


one percentage point more than total government tax receipts plus social insurance 
contributions as a per cent of net national product. 
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FIGURE IA, TOTAL GOVERNMENT TAX RECEIPTS AS PER CENT OF NET 
NATIONAL PRODUCT, 1929-1950; TOTAL GOVERNMENT TAX RECEIPTS 

PLUS DEFICIT OR MINUS SURPLUS AS PER CENT OF NET NATIONAL 
PRODUCT, 1929-1950; AND CONSUMERS PRICE INDEX (1935-i939=I00), 
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the United States: 1929-1950, 1951 Edition. Washington: U. S. Govern- 

ment Printing Office, 1951, pp. 151-5. U.S. Bureau of the Census, Statisti- 

cal Abstract of the United States: 1952. Washington: U. S. Government 


Printing Office, 1952, p. 278. Federal Reserve Bank of Philadelphia, Busi- 
ness Review, March, 1953, p. 11. 
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price index for 1928 through 1952. Figure IB is similar to the 
first one, except total tax receipts plus social insurance con- 
tributions (of all levels of government) are used instead of 
merely total tax receipts. From these charts it will be noted 
that both of these total tax concepts as a per cent of net na- 
tional product have rising trends throughout. And, according 


FIGURE IB. 
ANCE CONTRIBUTIONS AS PER CENT OF NET NATIONAL PRODUCT, 
1929-1950; TOTAL GOVERNMENT TAX RECEIPTS PLUS SOCIAL INSUR- 
ANCE CONTRIBUTIONS PLUS DEFICIT OR MINUS SURPLUS AS PER 
CENT OF NET NATIONAL PRODUCT, 1929-1950; AND CONSUMERS 
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FIGURE TI. WEIGHTED TOTAL AVERAGE EFFECTIVE TAX RATE ON PERSONAL INCOMES, 1916-1949; AND 
CONSUMERS PRICE INDEX (1935-1939«100), 1915-1952. 
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Source: U. S. Treasury Department, Bureau of Internal Revenue, Statistics 
of Income for 1949, Part 1. Washington: U. S. Government Printing Office, 
1952, pp. 45-53. U. S. Bureau of the Census, Statistical Abstract of the 
United States: 1952. Washington: U. S. Government Printing Office, 1952, 
p. “es Federal Reserve Bank of Philadelphia, Business Review, March, 
1953, p. 11. 


) to Simon Kuznets, this rising trend existed as far back as 
1860. 

According to Clark’s hypothesis, the fact that the taxation 
burden was far below the critical level, adjusted for net na- 
tional product and these concepts of total taxes, until after 


’ 1930 should have precluded price rises after 1916 and again 
after 1922. (Figure II shows price index data for these years.) 
But tremendous increases in prices did occur after these years. 

. With the deficit-financed federal government expenditures 


*® Simon Kuznets, ‘Taxes and National Income,” Symposium on Taxation and 
the Social Structure, Proceedings of the American Philosophical Society, Volume 88, 
Number 1, June 16, 1944, p. 15. 
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just prior to and during World War II, the taxation burden 
did greatly exceed Clark’s critical limit of taxation. And during 
this period prices did increase rapidly. But, as will be shown 
later, this increase in prices was probably due more to the 
volume of government expenditures and the way they were 
financed than to the volume of taxation, actual and potential, 
exceeding the critical limit. 

Thus there is a marked lack of consistency of Clark’s hypoth- 
esis with the statistics he presents and with the relevant data 
for the United States. Attention will now be turned to Clark’s 
theoretical explanation of how his limit to taxation asserts 
itself so as to bring about inflation. 


CLARK’S ‘‘TRANSFER OF ALLEGIANCE’’ ARGUMENT 


In his exposition in The Economic Journal, Clark postulates 
that when the taxation burden reaches a certain critical level 
the hardships of that burden cause important segments of the 
economy to act in such a manner that the pressure of these 
hardships is eased. When the politicians, bankers, or adminis- 
trators are confronted with excessive taxation, they do not 
erect the barriers against rising wages and prices they normally 
would because inflation reduces the real burden of the fixed 
charges in the governments’ budgets. 

Apart from the question of whether or not a taxation burden 
beyond a given level is inflationary, this transfer of allegiance 
argument can be questioned on the grounds that it is doubtful 
that politicians, bankers, and administrators really do think 
(and act) in terms of the effect of inflation on the amount of 
taxes they will be required to pay. In many cases, especially 
when the fixed charges in the governments’ budgets are a small 
per cent of the total of the budgets, higher prices may necessi- 
tate larger budgetary expenditures and consequently a higher 
tax burden if the governments are to execute their planned 
projects. And too, with a steeply progressive income tax, an 
inflation which increases prices and wages alike will tend in 
itself to increase the tax burden. As incomes increase because of 
higher prices and wages, many of these incomes will be sub- 
jected to the even higher tax rates of the next higher income 
classifications. 

For these two reasons, it could be to the interests of the in- 
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fluential leaders to tighten their barriers against inflation 
rather than to relax them. 

For Clark the principal motivating force of the inflation is 
an increase in wages.*! He does not explain why wages in- 
crease, nor does he explain the mechanism whereby such 
increases occur other than to say that resistances to demands 
for wage increases are weakened. Evidently, as higher taxes 
are imposed on factors, wage earners press for higher returns 
for their services. And evidently, business men in turn will 
press for higher prices to cover their increased costs due to 
higher wages and to cover their higher taxes. Even though 
wage earners and other factors did press for higher returns, it is 
doubtful that business men would grant those demands unless 
they thought the additional costs resulting therefrom could be 
passed on to purchasers of their products by means of higher 
prices or unless the business men were willing to be satisfied 
with smaller profits than they had enjoyed in the past. Whether 
the additional costs could be passed on to purchasers of their 
products would depend upon the condition of the market. Only 
if a large, unsatisfied demand for the products exists at their 
current prices, so that nearly the same outputs could be sold 
at higher prices (elasticity of demand less than one), could 
higher costs be passed on. And even then, the actual elasticity 
of demand acts as the final determinant of how much addi- 
tional costs could be offset by higher prices for the products. 
Whether business men would be satisfied with smaller profits 
would depend upon how these lower profits compare with what 
they ordinarily had been and with what the business men 
thought their profits should be. Business men certainly cannot 
be expected always to pass on to the purchasers of their prod- 
ucts such additional costs and increased taxes. Nor can they 
be expected at all times to absorb increased costs by accepting 
lower profits. 

Another segment of the economy, the politicians, might, in 
addition to other reasons, desire a slight inflationary pressure 
to assist in achieving full employment or to assist in redis- 
tributing income. But it is doubtful that the politicians would 

*! In considering the fact that wages have increased, thought must be given to 
the question of whether the higher wages might not have resulted from higher bids 


for labor in the scramble for additional manpower to enable businesses to meet an 
increased demand for their products. 
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even consider raising tax rates to obtain this desired inflationary 
pressure (assuming such action would do so).*” 


THE ADVERSE ECONOMIC EFFECTS ON INCENTIVES 


In ‘‘The Danger Point in Taxes’’ and in his letter to the 
Staff Director of the Joint Committee on the Economic Re- 
port,** Clark stresses the adverse economic effects which result 
from an increase in taxes rather than the transfer-of-allegiance 
argument he emphasized in his first article. One of the adverse 
economic effects Clark puts forth in support of his thesis is that 
higher taxes weaken the incentives to work. Many people, 
evidently workers and executives alike, don’t find it worth 
their while to work as much, as hard, or as efficiently when 
taxes are raised ‘‘too”’ high as they worked before. Production 
doesn’t expand as fast as it should (he evidently assumes a 
growing economy) or it may even decrease, and a shortage of 
goods results without a corresponding curtailment of effective 
demand. Consequently prices rise. 

Another argument based on the adverse economic effects of 
a high tax level which Clark advances is that high taxes weaken 
the resistance of businesses to making expenditures they would 
not otherwise make.** Supposedly the higher taxes encourage 
businesses to spend money more freely on those items which 
are allowed as deductions for income-tax purposes, such as 
maintenance, advertising, entertainments, public relations, 

32 Pechman and Mayer, in their article on Clark’s limit of taxation, raise these 
additional points with regard to Clark's ‘‘transfer of allegiance” argument: 

(1) The proportion of public expenditures of a fixed-charge nature varies con- 
siderably in different countries and so it is doubtful that the critical limit of taxa- 
tion would be the same or nearly the same for all countries. 

(2) During the period of the 1920's and the 1930's, it would have been to the 
advantage, on balance, of many of the European countries he discusses to have 
had stable or even falling prices because of balance of payments problems. For 
this reason it seems doubtful that inflation would have been deliberately en- 
gineered. 

(3) In so far as inflation imposes hardships on those individuals who live on 
relatively fixed incomes, politicians favoring inflation may do so at considerable 
risk. 

(4) The switching of allegiance of each group would probably be governed by 
different levels of taxation; it is doubtful that the switch for the economy as a 


whole would always occur at a point when taxation is about 25 per cent of the 
national income. 

33 Hearings before the Joint Committee on the Economic Report, January 1952 
Economic Report of the President, op. cit. 

#4 Although such increased spending is inflationary, the reason given for this 
was not to create inflation so that the burden of taxes would be less; Clark did not 
apply his ‘‘transfer-of-allegiance”’ argument here. 
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higher wages and salaries, and bonuses. For the United States, 
where the excess-profits tax rate is 82 per cent of excess profits, 
additional expenditures such as those enumerated would cost 
the business concerned only 18 cents of each dollar of expendi- 
ture. And, according to Clark, the decision of making any 
such expenditure will always be biased in the direction of spend- 
ing more rather than spending less. It is generally agreed that 
such increased spending will have inflationary tendencies inso- 
far as it is a net addition to the spending stream. This is what 
Clark seems to imply. 

The question arises of how valid are these ‘‘adverse economic 
effects’”” arguments? The second one will be examined first. 
Clark is probably right in his insistence that high marginal 
tax rates, in particular high excess-profits tax rates, will reduce 
the resistance of business men to making expenditures which 
otherwise would not have been made. Empirical investigations 
would probably reveal several such instances in the United 
States.*® But as long as business managers are trying to maxi- 
mize net profits (i.e., profits after taxes) and particularly to 
maximize profits in the long run, such a response to higher 
taxes should merely be to cause businesses to speed up their 
expenditure flow, i.e., to make expenditures at an earlier time 
than would otherwise have been the case. Most of those tax 
deductions Clark suggests are of the nature that will improve 
the future profit position of the business; and, because of the 
present high marginal tax rates on profits, they will do so 
mainly at the expense of governmental tax receipts. If the 
expectations were for future marginal tax rates on profits to 
be lower, the stimulus to speed up the rate of making expendi- 
tures of this type would be even greater. 

This weakened resistance to spending must be considered in 
relation to pressures operating in the opposite direction. As a 
rule, businesses (especially corporations whose capital stocks 
are widely held) are under pressure to maintain the profit level. 
In this case when profits have been reduced by high taxes, the 
net profits which remain are even more important to the busi- 
ness than an equal amount would be if taxes had been con- 

86 The present writer knows of such responses, but in all cases the businesses are 
family-owned and the benefits of such expenditures accrued mainly to the families 


rather than to the businesses themselves. Similar cases would probably account 
for many of the instances in which such a response to higher taxes occurred. 
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siderably less. For this reason the resistance to making ex- 
penditures not absolutely necessary may be stiffened. Nor will 
businesses, in their attempts to maximize profits over the long 
run, be willing to let wasteful expenditures, even though they 
do not cost much because of high marginal tax rates, creep into 
their cost structures. To do so might impair their competitive 
positions—and hence their profit maximization. 

Whether businesses do succumb to forces which tend to in- 
duce freer spending will, it seems, depend upon the relative 
effect of such increased expenditures upon present and future 
net profits. Decisions concerning such expenditures will be 
made on the basis of attempts to achieve a desired maximum 
balance between these two factors. 

The net effect of increased taxation on incentives to work, 
like that on businesses’ resistance to increased spending, is 
the result of the interplay of opposing forces, and it, too, cannot 
be easily determined. In an analysis of the effect of an increase 
of taxation on incentives to work, the purely economic effects 
of the reduction in income must first be considered. Then, 
since governmental expenditures of tax receipts do affect the 
taxpayers, their effect must be added to the previously con- 
sidered income-reduction effects.* 

In considering the effect of increased taxation on incentives, 
a distinction must be made between working ‘as much,” 
“as hard,” and “as efficiently.”’ “‘As hard”’ and “‘as efficiently,” 
for analytical purposes, can be conceived of as less of a given 
unit of time of a standard intensity of effort. An individual 
can change the number of hours (of the standard intensity of 
effort) he works per day or per week; and in so far as his income 
is changed commensurately, there would be no inflationary or 
deflationary effect. But if the individual decreased the num- 
ber of hours he worked, or if he did not work as hard or as 
efficiently, and still received the same income as before, in- 
flationary pressures would result. This latter seems to be the 
case most often in mind when reference is made to the in- 
flationary tendencies of the adverse effects of higher taxation 
on incentives to work.* 


% Similar governmental tax-expenditure effects would have to be considered 
for businesses. 

37 This implies that the individual is paid on the basis of his marginal revenue 
product. 

8 It might be added that in itself overtime work at the normal time-and-a-half 
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An individual will try to achieve an optimum balance be- 
tween work and leisure by equating the satisfaction he obtains 
from his last unit (say, an hour) of leisure with the satisfaction 
he obtains from the income he receives (an hour’s wage) for 
the last unit of leisure he gives up in obtaining that income. 
The individual’s valuation of both leisure and income will, in 
the end, determine his response to an increase in the taxes 
which he bears. If income lost by additional taxes is valued 
higher, in terms of satisfaction, than the leisure which the 
individual would have to give up to restore his total income, 
the effect of the higher taxes would be to increase the amount 
of time devoted to work. And conversely, if, after an increase 
in taxes, the value of the leisure which could be obtained by 
working one unit less is greater than the value of the tax- 
reduced income obtained for working that unit, the effect of 
higher taxes would be to decrease the amount of time devoted 
to work and to increase leisure. 

In technical economic terms the effect of an increase in 
taxes on income* can be divided into an income effect and a 
substitution effect. The income effect of a tax increase is to 
make the individual worse off in terms of income, thus increas- 
ing the marginal value of his income relative to the marginal 
value of leisure with the result that the individual will work 
more and take less leisure. The substitution effect may make 
time less valuable to him for work in terms of what he receives 
for that work so that the individual will work less and take 
more leisure, or it may make time more valuable to him for 
work in terms of what he receives for that work so that the 
individual will work more and take less leisure. An increase in 
taxes thus may cause an individual to work more as well as to 
work less—the net effect cannot be determined a priori. 

From an analysis of the effects of taxation on incentives to 
work Mr. Gershon Cooper concludes that, although it is often 
impossible to say unequivocably what will be the effects of in- 





pay is inflationary because one-and-a-half times as much pay is received (demand 
for goods and services) for the same, or perhaps less, output (supply of goods and 
services). If less overtime work is accepted because of high taxes on income, the 
result is to preclude inflationary tendencies which would have been generated. 

* And an increase in any type of tax, i.e., sales, excise, or even a general prop- 
erty tax, can be looked at as an increase in taxes on marginal i income because the 
result is to diminish income after taxes. 
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creases in all taxes, total tax receipts can be increased in such a 
way that incentives to work actually will increase. They can 
be increased by a change in the tax structure which increases the 
average tax rate relative to the marginal tax rate, such as 
lowering both the level of exemption and the rate of tax or 
lowering the level of exemption while leaving the tax rates the 
same. Cooper also states that when past income as well as real 
income and leisure are considered in determining the effects 
of taxation on incentives to work, a change in the tax structure 
which increases both the average and the marginal rate of tax, 
such as raising tax rates and leaving the exemption level the 
same (a change which has incentive effects that cannot be 
determined a priori if only real income and leisure are con- 
sidered), has an influence which will tend to increase hours of 
work.” 

Mr. Harry S. Schwartz, in a comment on Cooper’s article, *! 
suggests that these additional, ‘‘more significant’’ factors be 
considered: the individual's fixed obligations which must be 
paid out of his current income, the volume of his liquid assets, 
his holdings of nonliquid investment, and his stock of durable 
and nondurable goods. Schwartz then concludes, and even 
more strongly than Cooper, that ‘‘. . . considerations such as 
these may prevent any reduction in the hours of work if there 
is a very sharp decline in income because of an increase in tax 
rates.’’4? 

Since the analysis here is concerned with the effect of an 
increase in taxes on the amount of time an individual devotes 
to work and to leisure, the factors relevant to the evaluation of 
leisure and income are those which determine his evaluation of 
the satisfaction received from the last unit of leisure exchanged 
for work and the evaluation of the satisfaction received from 
the income obtained for that work. Several of these factors 
have been mentioned above; others include: present income, 

Gershon Cooper, ‘‘Taxation and Incentive in Mobilization,” The Quarterly 
Journal of Economics, February, 1952, pp. 60-3. Professor von Mering arrives at 
essentially similar propositions except that his are stated in terms of either a fixed 
tax or a proportional, progressive, and regressive tax structure. (Otto von Mering, 


“Further Comment,’ The Quarterly Journal of Economics, November, 1952, 
pp. 606-7.) 

“! Harry S. Schwartz, ‘‘Taxation and Incentive in Mobilization: Comment,” 
The Quarterly Journal of Economics, November, 1952, pp. 600-5. 

*2 Tbhid., pp. 601-2. 
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past income, expected wet increment of income, desired income, 
expected future income, present consumption pattern, past 
consumption pattern, desired consumption pattern, accumu- 
lated savings—liquid and nonliquid (including fixed obligations 
which would be negative savings), present savings pattern, 
past savings pattern, desired savings pattern, present leisure, 
past leisure, desired leisure, work habits of the individual, de- 
sirability of the work, nature of the services supplied by the 
governments by means of the tax collections, approval of the 
services supplied by the government, and beliefs about the 
fairness and the equity of the relative impact of the tax system. 
Only a few of these can be considered here. 

Consideration of the size of income raises the question of 
what is meant by size. An income considered large or very 
abundant by one individual may be considered small or very 
meager by another. An individual with a low income and a 
given amount of leisure will presumably value the income he 
could obtain from giving up one more hour of that leisure more 
than he would if instead he had a high income and the same 
amount of leisure.‘* With the existence of this phenomena the 
effect of an increase in taxes would be to exert a stronger in- 
fluence on an individual with a high income to reduce the 
amount of time he worked than on the same individual with a 
low income. ** 

Whether or not the purely economic effects are the dominant 
forces influencing an individual’s reactions to an increase in 
taxes depends upon the presence and relative strength of non- 
economic phenomena. 

Recognition must be made of the possibility of an individual’s 
substituting untaxed work (e.g., work around his house) for 
leisure and untaxed work for taxed work when taxes are in- 
creased. These actions are likely to be taken prior to the sub- 
stitution of leisure for taxed work when taxes are increased. 

The institutional organization of a large amount of produc- 

43 An absolutely definite statement cannot be made about the value different 
individuals place on increments of income, even if their initial positions were the 
er rhe effect of the increased tax is that the income effect swamps the substitu- 
tion effect for the low-income individual, with the net result that after a tax in- 
crease more time is devoted to work and less to leisure. For the high-income in- 


dividual, the substitution effect swamps the income effect with the net result that 
less time is devoted to work and more to leisure. 
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tion also acts to deter much of any desired change in the amount 
of time worked because of tax changes. Workers are not able 
to work the hours they choose but must fit into the schedule of 
operations of the business as a whole. 

If the structure of the economic system is such that an in- 
dividual is not able to obtain the goods and services he desires, 
he would probably be more likely to substitute leisure for work 
(income) than if the goods were available. In an expanding, 
free-enterprise economy this adverse effect would be less 
strong than in one in which shortages existed and goods were 
controlled by strict rationing. 

According to Professor Walter W. Heller,*® higher tax rates 
on personal incomes would probably stimulate the great bulk 
of the workers to work more. In 1951 only 7 million of the 
estimated 52 million taxpayers had net incomes larger than the 
upper limit of the first income-tax bracket on which the tax 
rate was 22.2 per cent, and only 2.5 million had net incomes 
larger than the upper limit of the second income-tax bracket on 
which the tax rate was 24.6 per cent. Professor Heller does not 
think it likely that taxes which leave the taxpayers more than 
70 per cent of each additional dollar of their earnings will 
significantly reduce the amount they work. 

Situations also exist for business executives (taken here to 
represent higher-income earners) which prevent them from 
responding to an increase in taxes as they might wish. Many 
of them are in a position similar to that of workers with regard 
to the institutional environments of their jobs: they must 
conform to the operations schedule of the administrative 
organization of the business. Executives, at least in large 
companies, are not likely to reduce the intensity of their ef- 
forts—to do so would subject them to the risk that they might 
be replaced by a more energetic junior executive. And too, 
many executives enjoy a satisfaction distinct from their com- 
pensation from their part in the management of a successful 
business, and this feeling of satisfaction is likely to partially 
offset any adverse effects of higher taxes. 

From an extensive study of the effects of high taxation on 


45 Hearings before the Joint Committee on the Economic Report, January 1952 
Economic Report of the President, op. cit., p. 319. 
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incomes of executives, Mr. Thomas H. Sanders“ found evidence 
of several types of executive responses somewhat different 
from those usually believed to exist. Where the executives 
owned their businesses and therefore were not responsible to 
others as owners or superiors and where the businesses were 
engaged in noncontinuous activities so that the temporary 
breaking-off of operations would not jeopardize the future profits 
of the business, a limited amount of work and effort was found 
to be deliberately withheld and some additional business was 
found to be rejected. Evidence was also found which revealed 
that a considerable number of executives refused to accept 
promotions in their companies or attractive offers from other 
companies when the change meant greatly increased responsi- 
bilities with relatively little increase in met compensation. How- 
ever, the adverse tax effect was somewhat offset here by dis- 
incentives from having to cope with the greatly increased 
government controls and interventions and with the difficulty 
of dealing with labor unions. After considering all these factors, 
Sanders concluded that increases in taxes were not very signif- 
icant in reducing executive effort.” 

The type of tax which is increased will be an important 
factor in determining responses to these increases. For exam- 
ple, a five per cent increase in an existing proportional income 
tax rate will produce a relatively heavier burden on low-income 
individuals than on high-income individuals. The relative 
burdens resulting from a given percentage increase in all tax 
rates of a progressive income tax schedule cannot be stated 
definitely as in the above case—the relative burden of the in- 
creased taxes would depend upon the original progressiveness 
of the tax rate schedule. Increases in a general sales tax rate, 
an excise tax rate, a tax on necessities, general property tax 
rates, inheritance tax rates, gift tax rates, and capital gains 
tax rates would probably be relatively more burdensome to the 
low-income individuals than to high-income individuals; and 
the effects on economic activity of the responses to such in- 
creases would probably be different. The effects on economic 
activity of responses to increases in personal income taxes are 

“ Thomas H. Sanders, Effects of Taxation on Executives. Boston: Division of 


Research, Graduate School of Business Administration, Harvard University, 1951. 
* Jbid., pp. 12-14. 
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likely to be different from responses to increases in corporate 
income taxes. And likewise, the effects of responses to in- 
creases in general corporate income taxes are likely to be differ- 
ent from a similar increase in excess profits taxes. 

Clark recognizes that the economic effects of various types 
of taxes will be different. In his letter to the Staff Director of 
the Joint Committee on the Economic Report, he says that 
alternative types of taxes which keep down marginal taxation 
with the consequent raising of average rates of taxation may 
extend the limit of taxation to 26 or 27 per cent of national 
income. To substantiate his statement Clark cites a compari- 
son of Gritish and Italian experiences with regard to taxation. 
In Britain necessities were ‘“‘not only undertaxed”’ but also 
strongly subsidized while heavy taxes were imposed on amen- 
ities such as beer and tobacco. The consequence of this policy, 
he says, was that production was sluggish and there were con- 
stant demands for higher wages. In Italy the necessities of life 
were heavily taxed while the amenities were not taxed at all 
or only slightly. The consequence of this policy was that in- 
dividuals were forced to work hard for their necessities and 
with only slightly more work they could get the amenities. 
Production was at a high level. Whether these differences in 
tax policies completely explain the reason for stronger in- 
flationary pressures in Great Britain than in Italy can be 
questioned. But differences in the structure of the tax sys- 
tems imposed undoubtedly would result in differences in re- 
sponses to increases of tax rates of those systems. 

When the burden of a tax can be shifted, the adverse effects 
on incentives will likely be less than if it cannot be shifted. 
The shiftability will depend to a large extent upon the type of 
tax involved and the economic conditions existing at the time 
the increases are imposed. If taxpayers believed that the taxes 
levied are distributed in some equitable manner (whatever 
that may mean to individual taxpayers), the adverse effects of 
increased rates will probably not be as strong as if they believed 
they were bearing more than their share of the taxes. And ina 
period of national emergency, for example, a substantial in- 
crease in total taxes may not cause a decrease in the output of 
goods and services such as might occur at other times. 
Taxpayers do not always have perfect knowledge of the tax 
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increases imposed on them. Nor are they always conscious of 
the additional burdens of these taxes or aware of alternative 
actions which might be taken to lighten these increased bur- 
dens. Taxpayers may respond differently to an increase in the 
price of a commodity which they believe is due to increases in 
its cost than to an increase they believe to be due to increased 
hidden taxes. Taxpayers’ expectations of further increases in 
their taxes are likely to cause responses to the current increases 
which are more intense than they perhaps would have been in 
the absence of such expectations. And if the increases are made 
frequently, adverse incentive responses will likely be more in- 
tense than if similar increases were made less often. 

If taxpayers approve the purposes for which increased taxes 
are spent, otherwise adverse effects on incentives to work may 
be at least partially offset. It is conceivable that the income- 
reduction effect** would be completely offset® by the govern- 
ments’ spending these receipts in such a manner that the tax- 
payers’ consumption and savings patterns were not changed 
at all—if goods and services were supplied to the taxpayers in 
the amounts they would have been purchased had the increase 
in taxes not been made and in amounts equal to the increased 
taxes. 


EFFECT OF INCREASED TAXATION ON INVESTMENT 


Objections to increasing the amount of taxes levied are made 
for still another reason—one which Colin Clark does not men- 
tion. It is argued that high taxes reduce the return from invest- 
ment so much that the expected returns are not thought to be 
an adequate reward for the risk of loss involved in making 
investments. Hence, new capital formation does not occur.™ 
In recent months several popular news writers have put forth 
this argument: 


* This refers to the combined income and substitution effects of an increase in 
tax rates. 

“ Professor Scitovsky believes that this would be more than offset. Tibor 
Scitovsky, Welfare and Competit'on, Chicago: Richard D. Irwin, Inc., 1951, p. 92. 
The increased tax rate would occasion a decreased marginal income, thus increas- 
ing the value of leisure relative to work, while the real income, which includes the 
free public services, would be the same. With the same total real income and lower 
marginal income, the individual will work even less than he did prior to the in- 
creases in taxes and free public services. 

* Clark was concerned with inflationary effects of taxation. Such effects which 
deter new capital formation are probably disinflationary. 
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‘Heavy progressive taxation in the United States is retarding capital 
formation and the growth of production.’’™! 


“As a result of [the higher 1951 tax bill], more and more companies 
will find themselves unable to afford buying new equipment, build- 
ing new plants, and hiring new employees.”’®” 


Closely related to the effects of higher taxes on new investment 
are the possible adverse effects on existing capital. These were 
recognized, along with the possible effects on new investments, 
by Mr. Schwartz: 


“There is real danger that those who regard investment as their 
main source of income could become less venturesome as tax rates 
narrow the returns on capital until risk-taking becomes unattrac- 
tive. If tax rates are high enough and gross returns on capital cannot 
be expanded, there may even be danger of capital consumption.”’5* 


Professors Butters and Thompson, in their study of the 
effects of taxation on the individual investor’s decisions con- 
cerning his flow of savings into alternative investment media 
arrived at these general conclusions: 


1. Tax structure modifications since 1939 have significantly 
reduced the amount of income after taxes of the one per cent 
of the income recipients in the upper income tax brackets. 

2. Investment decisions of more individuals in the upper 
income groups are affected by tax effects than in the lower 
income groups. 

3. The income tax is more important in making investment 
decisions than are estate and gift taxes. 

4. Some people respond to additional taxation by moving 
their funds into more conservative investment media and some 
respond by moving into more venturesome positions. 


Increases in taxation which are such that they affect an 
individual’s investment decision as to how he should channel 
his savings will undoubtedly have important influences in 


51 Henry Hazlitt, ‘“The Limits of Taxation,” Newsweek, January 7, 1952, p. 50. 

52 Jonathan Mitchell, ‘‘How Taxes Hamstring Industry and Effort,’’ Newsweek, 
October 29, 1951, pp. 74-5. 

83 Harry S. Schwartz, op. cit., p. 604. 

54]. Keith Butters and Lawrence E. Thompson, Effects of Taxation on Invest- 
ment by Individuals. Boston: Division of Research, Graduate School of Business 
Administration, Harvard University, 1953. 
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decisions concerning new capital formation. And investment 
decisions resulting from taxation increases may even deter- 
mine, by their effect on the individual’s propensity to save, the 
possibility of new capital formation. 


DEMAND EFFECTS OF TAXATION 


Effects of taxation which reduce the length of time one 
applies his efforts in a productive manner, the intensity and 
efficiency of those efforts, and the flow of funds into new capital 
formation®*—this might be called the supply side of the effects 
of taxation—are such that output of goods and services are 
reduced. Increases in taxes also have other effects. Tax in- 
creases affect total demand for goods and services—the demand 
side of the effects of taxation. This is the aspect of taxation 
with which fiscal policy is generally concerned. 

Modern governments finance their expenditures, in the 
short run, by taxation or by borrowing, or by a combination of 
these. In the long run, unless it is desirable to accumulate and 
maintain governmental debt, public expenditures must be 
financed by taxation. Taxation is merely a means of trans- 
ferring purchasing power from the private sector of the econ- 
omy to the government. Early fiscal policy was conceived of 
as minimizing public expenditures which were to be financed by 
taxes (the use of debt was frowned upon) so as to create the 
least possible disturbance in the pricing system. In recent 
years, increases and decreases in the volume of taxes collected, 
along with deficits (borrowing), have come to play an impor- 
tant part in helping governments to achieve stability in the 
economy. 

A part of the total demand for goods and services comes 
from the government sector of the economy. The source of the 
government’s revenues, taxation or borrowing, by which it 
expresses in the market its demand for goods and services is an 
important determinant of inflation, deflation, or stability. The 
economic effects of the government’s borrowing cannot be dis- 

55 Or which cause the consumption of existing capital. 

8 Fiscal policy is also concerned with the governments’ borrowing and debt 


management and with their expenditure of the funds obtained by taxation and 
borrowing. 


57 For a discussion of modern fiscal policy see Alvin H. Hansen, Fiscal Policy and 
Business Cycles. New York: W. W. Norton & Company, Inc., 1941, pp. 109-17. 
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cussed here. It is sufficient to say that borrowing from the 
commercial banks or the central bank is generally held to be 
inflationary, while the economic effects of borrowing from the 
private sector of the economy may be inflationary, deflationary, 
or neutral depending on how the expenditure flow (i.e., the 
proportions consumption and investment expenditures each 
are of the total expenditure) is modified by this transfer of 
purchasing power from the private lenders.® 

From the tax effect alone, any decrease in total output re- 
sulting from additional taxes and not offset by a change of the 
same magnitude and in the same direction in total demand will 
tend to be inflationary. Recently many economists have been 
of the opinion that increased governmental expenditures 
matched by increased taxes are, in all probability, inflationary. 
As long as the private marginal propensity to spend is less 
than one (which it is as long as savings exist), the income- 
generating effects of government expenditures from tax receipts 
of a given amount will be greater (the government marginal 
propensity to spend equals one) than the income-generating 
effects of private expenditures from these tax payments.® To 
maintain stability, personal income must be reduced by taxes 
of more than the increased government expenditures. This 
marginal surplus could be used to buy government securities 
from the private sector of the economy, which in turn could 
provide funds for private investment to the same extent as 
before the tax increase. 


IS THERE A RELATION BETWEEN TAXES AND PRICES? 


Any evidence of a relation between the taxes levied and the 
level of prices might be discovered by a comparison of an index 
of the effective tax rate on personal incomes” and an index of 


88 The economic effects of governments taxing may also be inflationary, defla- 
tionary, or neutral depending in this case too, on how the expenditure flow is 
modified by this method of transferring purchasing power from taxpayers to the 
governments. 

5° For a discussion of this, the balanced budget theorem, see Arthur Smithies, 
‘Federal Budgeting and Fiscal Policy,” A Survey of Contemporary Economics, 
Howard S. Ellis, Ed. Philadelphia: The Blakiston Company, 1948, pp. 196-7, or 
Alvin H. Hansen, Business Cycles and National Income, op. cit., pp. 200-7. 

6 The weighted total average effective tax rate on personal incomes might be 
such an index. This is here defined, for any given year, as the sum of the average 
effective rates on the income on which income taxes are paid for each income 
classification weighted by the relative importance the tax of that income classifica- 
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consumers’ prices (Figure II). It is Clark’s belief that taxation 
which falls particularly heavily upon increments of profits or 
income activates the inflationary forces which result in higher 
prices. 

This chart shows some evidence of a lagged correlation be- 
tween movements in the effective tax rate index and move- 
ments in the consumers’ price index. In general, terminations 
in both upward and downward movements in the effective 
tax rate index preceded similar terminations in upward and 
downward movements in the consumers’ price index. Until 
1941 movements in the effective tax rate index preceded by 
one or two years movements in the consumers’ price index. 
After this time changes in the consumers’ price index occurred 
about four or five years after similar movements in the effective 
tax rate index. And after this date, the correlation between 
the movements of the two series seems to be less marked. 

A change in the income tax concept of “‘net income’”’ in 1944 
breaks the continuity of the effective tax rate series. Probably a 
decline in the effective tax rates occurred in 1944. But the 
data indicates an increase in the effective tax rate in 1945 and 
thereafter a marked decline. The decline of prices in 1949 may 
have been a reflection of a possible decline in the effective tax 
rates some five years earlier (1944), and the increase in prices 
in 1950 may have been a reflection of the increase in the effec- 
tive tax rates in 1945. But after 1950 prices continued to rise 
while after 1945 the effective tax rates decreased rapidly. 

The question arises, does this apparent correlation between 
this index of effective tax rates on personal incomes and the 
consumers’ price index depict a causal relation from movements 
in the first index to movements in the latter index? Or is this 


tion is of the total taxes paid by all income classifications. Thus, for 1948 the 
weighted total average effective rate on personal incomes was 16.7 per cent: total 
taxes of $37.7 million were paid on incomes with taxable income totaling $4.3 bil- 
lion in the ‘‘Under $1000” income classification, total taxes of $622.4 million were 
paid on incomes with taxable income totaling $16.97 billion in the “$1000 but 
under $2000” income classification, etc., and the total taxes paid by all income 
classifications was $15.4 billion. (This measure of the effective tax rate on personal 
incomes is probably most representative of the middle income classifications. Al- 
though the total income of the lower income classifications is a large part of the 
total income, because of the low tax rates on these classifications these income 
classifications pay a relatively small share of the total taxes. And although the 
tax rates on the higher income classifications are relatively high, because the total 
income of these classifications is a relatively small part of the total income these 
income classifications also pay a relatively small share of the total taxes.) 
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apparent correlation caused by some outside factor which 
causes movements in both the effective tax rate index and the 
price index, but in the latter with a delay of one or two (or 
more) years? Or is this apparent correlation merely a chance 
occurrence ?*! 

If this correlation does indicate a causal relation, how do 
increases in the rate of taxes on personal incomes set forces 
working which result in higher prices—i.e., what is the mech- 
anism by which inflation occurs? If such a relation exists, why 
was the time lag only one or two years in the earlier part of the 
period under consideration and five years in the latter part 
of the period? And what broke that relationship so that prices 
began to rise again in 1950 instead of continuing downward as 
would have been expected from the pattern of the effective 
tax rates? 

Only a few of these questions can be answered here. If the 
lagged parallel movements between this index of the effective 
tax rate and the consumers’ price index does indicate a relation 
between the rate of taxes on personal incomes and the general 
level of prices, this relationship certainly seems to be different 
from that Colin Clark suggested as existing between the taxa- 
tion burden and the price level. The data shown on Figure II 
do not show a relation such that prices begin to rise when the 
effective tax rate exceeds a certain level and begin to fall when 
the effective tax rate falls below this level. If any relation is 
depicted by the data on Figure II, it is one in which nearly all 
the movements in the effective tax rates are followed, after a 
short lag, by similar movements in the price index. It would 
seem from this apparent correlation that any increase in the 
effective tax rates on personal incomes would be followed by 
an increase in the general level of prices and any decrease in 
the effective tax rates on personal incomes would be followed 
by a decrease in the general level of prices. There seems to be 
no apparent indication of a relationship between the amount or 
rate of increase or decrease in the effective tax rate index and 
the amount or rate of increase or decrease in the price index. If 
this is true, then how are changes in prices to be explained ? 

When prices in general are rising, then evidently a condition 
must exist in which total demand for goods and services at 


1 These last two questions are such that they cannot be answered in this paper. 
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the existing prices is greater than the total quantity of those 
goods and services supplied at those prices, so that some individ- 
uals are willing to pay a higher price in order to obtain them.* 
It might be concluded from the analysis of the effects of taxa- 
tion that increases in taxes may be a partial explanation of 
rising prices. But it is doubtful that this factor is more than a 
partial explanation. Much of the explanation must be found 
elsewhere. 

The factors which determine the total expenditures, private 
and government, and hence the total demand for goods and 
services cannot be investigated here. The sum of the incomes 
received by all individuals will equal the value of all the goods 
and services produced. This is a condition of stable prices. 
But if, for some reason, the volume of expenditures increases 
relative to the output of goods and services, an inflationary 
pressure will be created ;** and conversely, if, for some reason, 
the volume of expenditures decreases relative to the output of 
goods and services, deflationary pressures will be created. 

That the volume of expenditures, public and private, may 
have been and probably was an important factor in influencing 
the general level of prices may be seen from Figure III. On this 
chart personal consumption expenditures, government pur- 
chases of goods and services (all levels of government), and the 
consumers’ price index are plotted. And in Figure IV, the 
loans and investments of all commercial banks and the con- 
sumers’ price index are plotted. The former series in Figure IV 
shows the source of the new money created by the commercial 
banks which, in part, made possible the increased volume of 
expenditures. It seems evident from the series shown here 
that the increase in the volume of expenditures was probably 
largely responsible for the increase in the general price level."* 

The imposition or the increase of excise or any “hidden” 
taxes on goods and services which enter into the consumers’ 
price index will be reflected, after a short time, in an increase in 

* The converse of this situation explains falling prices. 

*’ This implies that the volume of money and its utilization responds to the 
volume of expenditures. 

*¢ These expenditure and loans-and-investment series should be deflated by the 
price index to indicate the relative importance of their movement. But it can be 
seen from a comparison of these series, especially the expenditure series, with the 


price index that their movement has been greater than and usually preceded that 
of the price index. 
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FIGURE TIT. PERSONAL CONSUMPTION EXPENDITURES, 1929-1952; GOV- 
ERNMENT PURCHASES OF GOODS AND SERVICES, 1929-1952; AND 
CONSUMERS’ PRICE INDEX (1935-1939=100), 1929-1952. 
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Source: U. S. Department of Commerce, National Income and Product of 
the United States: 1929-1950. 1951 Edition. Washington: U. S. Govern- 
ment Printing Office, 1951, p. 150. Office of the President, The Economic 
Report of the President Transmitted to Ccngress January 14, 1953. Washing- 
ton: U. S. Government Printing Office, 1953, p. 165. U. S. Bureau of the 
Census, Statistical Abstract of the United States: 1952. Washington: U. S. 
Government Printing Office, 1952, p. 278. Federal Reserve Bank of Phila- 
delphia, Business Review, March, 1953, p. 11. 











THE LIMITS OF TAXATION 303 


AND INVESTMENTS OF ALL COMMERCIAL BANKS, 1914-1952, AND CONSUMERS PRICE 
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Source: Board of Governors of the Federal Reserve System, Banking and 
Monetary Statistics. Washington: Board of Governors of the Federal 
Reserve System, 1943, p. 19. The Federal Reserve Bulletin, May, 1949, 
p. 540. Ibid., July, 1951, p. 831. Ibid., March, 1953, p. 251. U. S. Bureau 
of the Census, Statistical Abstract of the United States: 1952. Washington: 
U. S. Government Printing Office, 1952, p. 278. Federal Reserve Bank of 
Philadelphia, Business Review, March, 1953, p. 11. 


the price index. Tax increases on corporate profits partially 

offset by higher prices for the products of these corporate tax- 

payers will also be reflected in a higher price index if these 

goods enter into the consumers’ price index. If workers are 
able to maintain their take-home pay when higher income 
taxes are levied, higher personal income taxes would undoubt- 
edly give rise to higher prices. Similarly, if wages are tied to 
the consumers’ price index, an increase of any taxes which do 
result in price increases will give rise to higher wages, which in 
turn will probably be reflected in still higher prices. These 
phenomena may be of minor importance in accounting for this 


apparent correlation. 
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If, as pointed out above, an increase in government expendi- 
tures offset by an increase in taxes is inflationary—at least an 
increase in personal income taxes, this factor will help to ex- 
plain the parallelism in the two indexes in Figure II.*° But the 
cause of the inflation, it would seem, is really due to increased 
government expenditures rather than increased taxes—in fact 
taxes were not increased enough to prevent inflation. 

And also of minor importance in accounting for any such 
causal relation depicted by this parallelism shown in Figure II 
is that increases in taxes may, and when tax rates become very 
high probably do, result in a decrease in total supply of goods 
and services relative to the total demand for them.® 

Several possible reasons exist for explaining the increased 
lag since the early 1940's in the response of prices to effective 
tax rates, if such a response does or did exist. One possible and 
perhaps partial explanation is that during the 1940's, and 
especially during the first half of that decade, the amount of 
federal income taxes paid by the lower income groups relative 
to the total federal income taxes paid by all groups was more 
important than had been the case prior to that time. This 
would mean the higher tax rates of the upper income classifica- 
tions, which one might expect to be more influential in affecting 
prices, would have relatively less effect on the general price 
level than they had had in the past. 

During this same period, the federal government was de- 
pending more and more on taxes on corporate profits as a 
source of revenue. In 1938 the federal government taxes on 
corporate profits was 7.4 per cent of the total tax receipts by 
all levels of government; this proportion increased continually 
until in 1942 it was up to 39.75 per cent. After this year it did 
decline a little from this high level, but it still remained much 
higher than in 1938. 

This increased lag between effective tax rates and prices 
may reflect a somewhat more successful compensatory tax 


65 A closely related situation is one where full employment exists and taxes are 
increased in such a way that individuals and businesses save less but consume the 
same as before the tax increase; then, providing investment expenditures are not 
reduced, the higher taxes would result, through the increased governments’ ex- 
penditures, in a larger multiplier and consequently in an increase in money na- 
tional income but not in real national income—and thus higher prices. 

8 It is fairly widely believed that the post-World-War-II high levels of taxes in 
Great Britain and in Germany resulted in reduced efforts and thus have con- 
tributed to their inflationary pressures, 
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policy than had existed in the past. In so far as the proportion 
of the total personal income taxes paid by the lower-income 
groups increased, these taxes did bear more heavily on con- 
sumption expenditures than the personal income tax schedules 
had in the past. This would be the appropriate compensatory 
tax policy in such a period of increasing total demand for goods 
and services. 

The reason prices began to rise in 1950 can probably be ex- 
plained by the stockpiling of strategic raw materials by govern- 
ments, by consumer and business speculation in anticipation of 
shortages, and by increased military expenditures by the gov- 
ernment. Data are not available at this time which indicate 
whether the former apparent parallelism has been reestablished. 


THE LIMITS OF TAXATION 


Although the level of taxes in the United States in the past 
does not seem to have given rise to appreciable adverse eco- 
nomic effects and to inflation, a limit to taxation probably does 
exist. A tax structure with taxes absorbing 99 per cent of an 
individual’s income would undoubtedly have repercussions— 
economic, political, or social, or perhaps a combination of 
these. But such an extreme situation is not relevant—total 
taxes plus social insurance contributions absorbed only 25.8 per 
cent of the net national product in 1950." 

If there is a limit to taxation, then how does such a limit 
assert itself? In a country with a democratic form of govern- 
ment the limit might assert itself merely by an unwillingness 
of the elected representatives to increase the tax burden above 
a certain amount. Or the taxpayers may impose a limitation 
on tax rates by means of a constitutional amendment. The 
limit to taxation may assert itself by a threat of the “‘taxed”’ 
to usurp political power in the event that the tax burdens be- 
come excessive. And “excessive” tax rates may give rise to 
economic responses, unimportant in the past, which have a 
tendency to create inflationary forces. 

The limit of taxation seems to have its roots in a psychological 

8 In 1952 total government receipts were 29.2 per cent of net national product 
(31.9 per cent of national income) ; total government tax receipts plus social insur- 


ance contributions is estimated to have been 28.4 per cent of net national product 
in 1952, 
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feeling of the taxpayers of what they consider to be the maxi- 
mum proportion of their purchasing power that should be 
transferred to the government. As Professor Richard B. Goode 
has said, ‘“The taxes themselves do not create the burdens that 
people are concerned with. The burdens are created by the... 
[government] expenditures. . . .”"% 

It seems evident that the taxable capacity is a variable thing, 
and this variableness emanates from a number of sources. Most 
of these sources have been discussed above. If the real national 
income were to increase as taxes increased so that the tax- 
payers could always maintain their desired standard of living, 
a limit to taxation might never be reached. If a limit does 
assert itself in some way, this limit would be much higher than 
if real income had not increased. But real national income 
does not increase as taxes are increased. The limits of taxa- 
tion, then, in the end, must be looked for in the resources of a 
country, their level of utilization, the technology used in con- 
verting these resources into products, and the competing de- 
mands on these products. 

6 Hearings before the Joint Committee on the Economic Report, January 1951 
Economic Report of the President, Congress of the United States, 82nd Congress, 


First Session, January 31, 1951. Washington: U. S. Government Printing Office, 
1951, p. 335. 








THE INCOME TAX IN FRANCE 
James L. Houghteling, Jr. 


——— taxation has been the subject of considerable com- 
ment in the American press and periodicals in recent years, 
due, in part, to the interest of Americans in French activities 
in general, coupled with their constant bewilderment and alarm 
at the apparent inability of the French to solve their civic prob- 
lems within the framework of representative government. More 
important is the widely held conviction that the French, recip- 
ients since the war of much American aid in a variety of forms, 
have not done all that they might to aid themselves, and con- 
sequently that American aid has been to some extent wasted. 
Many Americans have the impression that there is considerable 
wealth in France which could be, but is not being, mobilized 
to contribute to the common task of strengthening the Western 
Community, although France has again and again complained 
of having to contribute beyond her means. Americans are 
troubled to hear of successive Governments being unwilling or 
unable to obtain from the parliament increases in tax rates and 
at the same time being unsuccessful in cutting non-military 
expenditures. Budgetary deficits have continued and there 
has been persistent inflation. 

At the bottom of the French taxation troubles is the failure 
to establish effective and equitable income taxes. Most nations 
of relatively advanced economic development tend to rely 
heavily on income taxes, as the form of taxation which comes 
nearest to ensuring that the burden is distributed approximately 
in accordance with ability to pay and in such fashion that those 
best able to pay contribute somewhat more than their propor- 
tional share. Our own federal government, for instance, has in 
recent years collected over three-fourths of its revenues from 
the individual and corporate income taxes. Those in France 
who espoused the income tax in the early 1900's presumably 
hoped that it would some day bear the major part of the fiscal 
burden. In fact, income taxes in France have never produced 
much more than one-fourth of the central government’s tax 
revenues. They have been much less important than the taxes 
on consumption. The sales tax levied on producers and on sup- 
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pliers of services, which alone produced 39 per cent of tax 
revenues in 1951 and is on the whole the best administered of 
French taxes, has been most frequently called on when emer- 
gency revenue needs arise. The intrinsic inequity of taxes on 
consumption is recognized, but even the left-wing parties in 
French politics have had to acknowledge that until the income 
taxes can be made to work far better than they have thus far, 
reducing the yield of the sales taxes, and raising the income 
tax rates sufficiently to make up for the lost revenue, would 
almost certainly increase rather than diminish the inequity of 
the tax system as a whole. 

The emphasis of the present paper is on the taxation of in- 
come. However, the income taxes must be viewed in relation 
to the entire tax system. Hence a minimum of information 
concerning the whole tax structure is supplied at the outset, 
and the critical appraisal which follows the description of the 
more significant features of the income taxes includes a number 
of observations concerning the system as a whole. Finally, 
there is a brief note on some of the tax reform proposals. 


CHARACTERISTICS OF THE TAX SYSTEM? 


Table 1 indicates the relative importance of the major taxes 
levied by the French central government.* The most produc- 
tive, as already noted, are the sales taxes. These consist of 
(a) a tax on the sales of producers and on services, the basic rate 
of which for commodity transactions is currently 15.35 per cent; 
and (b) a turnover tax levied on virtually all commercial 
transactions, the basic rate of which is 1 per cent. Sales of 


1 In general, the legislation and regulations referred to herein are those applica- 
ble at the end of 1950, when the current Dalloz edition of the Cede général des 
impéts was published. Changes instituted since then have only been included 
when they have happened to come to the writer's attention, but it seems safe to 
say that few changes have been made since that date and the present (June 1953). 

2 Perhaps the best materials available for obtaining an overall view of the mod- 
ern French tax system are the Finance Ministry's Inventaire de k. situation finan- 
ciére (1913-1946) (1946) and its supplements, of which the latest is Inventaire de la 
sttuation financtére (mise a jour faite en 1951 del’ Inventatre de 1946) (1951). 

3 The author omits all consideration of local taxes (1951 total yield: 327 billion 
francs). The most important of these are a turnover tax and three property taxes. 
Also omitted are the ‘‘parafiscal taxes,’ earmarked for special purposes, of which 
the most important are the social security contributions. 

Since the writer is convinced that dollar equivalents of franc amounts, whether 
converted at the official rate (currently 350 francs to the dollar) or some free- or 
black-market rate (e.g. 400 to the dollar) are nearly always more misleading than 
helpful, conversions are given herein in only a few instances. 








THE INCOME TAX IN FRANCE 309 


basic food items are exempted from both taxes, which lessens 
their inherent regressivity. Next in importance are the income 
taxes, to be described in some detail below, consisting of a 
proportional tax (basic rate 18 per cent), a progressive surtax 
(rates running from 10-70 per cent), and a corporate income 
tax with a basic rate of 34 per cent. The remainder of the taxes 
are of secondary importance: among them are the transfer 
taxes levied on many transfers for considerations and on gifts 
and inheritances; the excises on oil products, alcohol and al- 
coholic beverages; and the customs duties. 


TABLE 1 
Budgetary Receipts of the Central Government in 1951 


(by official category, showing principal taxes under each) 











Billions % of Total 
of Francs Tax Receipts 

Direct Taxes 678.5 32.7 

Income Taxes* 

Proportional tax 132.2 6.4 

Progressive surtax 111.0 5.4 

Corporation tax 196.7 9.1 

Payroll-Pensions tax 164.9 8.0 
Sales Taxes 1007.7 48.6 

Production tax 808.4 39.0 

Transactions tax 199.3 9.6 
Excise Taxes 51.8 2.5 : 

Taxes on alcohol 40.3 1.5 
Registry Duties 106.8 5.2 

Transfers for consideration 32.0 1.5 

Death and gift duties 28.6 1.4 
Stamp Duties 17.1 0.8 
Other taxes 5.8 0.3 
Customs (includes internal taxes on oil products, 

204.1 9.9 
Total tax receipts 2071.8> 100.0 
Other budgetary receipts (part of net yield of 
state enterprises; domain, counterpart of 
U. S. aid, etc.) 441.8 

Total Budgetary Receipts 2513.6 





Source: Ministére des Finances, Statistiques et études financiéres, January 1953, 
pp. 49-58. 

* For explanation of income tax figures, see Table 2. 

» Roughly $6 billion at the current official rate of exchange. 


Finance Ministry statistics show some 57 per cent of its 1951 
budgetary receipts as coming from levies on consumption. 
Taxes on income in that year yielded about 23 per cent. Taxes 
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on wealth yielded less than 6 per cent. Although the propor- 
tionate importance of the income tax rose between 1946 and 
1950, it has actually declined slightly since the latter year.‘ 
Perhaps the comment most frequently heard outside of 
France about French taxes is that the French do not pay them. 
So stated, this is wide of the mark. French official estimates 
show total tax payments of all sorts, national, local and “para- 
fiscal,’”’ as amounting to almost 30 per cent of the French gross 
national product in 1951, a proportion higher than that for the 
United States although lower than the corresponding figure 
for the United Kingdom. Ratios of this sort are of relatively 
limited quantitative usefulness, particularly for purposes of 
international comparison, since the problems of drawing up 
truly comparable figures are formidable, but it seems safe to 
say that the French tax burden is now heavier than that im- 
posed on Americans. When it is remembered that per capita 
real income in France is far lower than in the United States, the 
significance of the French tax burden becomes apparent.*® 

The belief in this country that “the French do not pay taxes” 
has, however, considerable validity in another sense. Tax eva- 
sion is widespread and of major proportions. Estimates of total 
evasion vary widely, but it certainly constitutes at least one- 
fourth of the taxes collected by the central government. 

The co-existence of total tax yield amounting to almost one- 
third of GNP with taxes unpaid amounting to over one-fourth 

4 Secrétariat d’Etat au Budget, Le budget de 1952 (1952), p. 13, and Ministére 
des Finances, Inventaire of 1951, p. 41. Other comparisons currently cited show 
somewhat different proportions, varying with the classifications used. The writer 
has not included as an income tax the payroll-pensions tax (discussed below), 
because it is not levied on income; it is often classified as an income tax in French 
statistics because it took the place in 1948 of the proportional tax on wages, 
salaries, and pensions. (Nor is this tax here classified as a levy on consumption 
as is sometimes done, although it unquestionably is reflected to some extent in 
prices.) 

The Ministry of Finance treats as taxes on consumption not only the sales and 
excise taxes, but also all the duties classified under Customs (of which the most 
important are actually internal taxes on oil products) and the receipts entering 
the budget of certain state enterprises, of which the most important are from the 
monopolized sale of tobacco. These latter inclusions can be justified on the grounds 
that the State’s pricing is so calculated as to take the place of excise taxes on the 
articles sold. 

5 For a discussion of comparative tax burdens, see A. Piatier, ‘“Fiscalité com- 
parée,”’ Réal‘tés, February 1949, pp. 77-80. The booklet of the Secrétariat d’Etat 
au Budget, Le budget de 1952, gives the following comparative figures for the year 


1951 (national, local and “‘parafiscal’’ taxes as a percentage of GNP): France 
29.9; U.S. 21.3; U.K. 34.0, 
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of taxes actually collected requires an explanation. What has 
happened, of course, is that evasion has had to be discounted; 
rates have been raised to levels which, if enforced, would be 
economically intolerable, a highly unsatisfactory state of affairs. 
As long as rates remain high, evasion is perpetuated, and in a 
sense justified. Even the most scrupulous taxpayer says to 
himself: ‘Since the Treasury expects me to evade, and allows 
for it, I would be a fool not to evade.”’ But inevitably, the 
opportunities for evasion are unevenly distributed. In some 
obvious cases, special treatment has been accorded to groups 
whose ability to evade are limited ; this has been done for wage- 
and salary-earners under the income tax. But such adjustments 
clearly cannot eliminate the arbitrariness of tax incidence re- 
sulting from differential possibilities of evasion. 

One group in French society has little need to evade taxes, 
because legislative provisions result in its bearing a much 
lighter burden than the rest of the population. These are the 
farmers. The special treatment accorded them unquestionably 
makes it much harder to enforce heavy taxes on the rest of the 
population. 

It is important to recognize that French difficulties with tax 
evasion are different in degree rather than in kind from those 
of other countries. The groups in any society which are most 
likely to be undertaxed, under a system of income and sales 
taxation, because declarations of their income and gross receipts 
are difficult to verify—small businessmen, professional men and 
farmers—are those most undertaxed in France. But the signif- 
icance of this for France is much more serious than for the 
United States, for instance, because the earnings of this group 
constitute so much larger a proportion of the national income 
than they do in our country. 

The almost universal antagonism in France to taxation and 
tax collectors has its roots in the past, when the levying and 
collection of taxes was far more arbitrary and unjust than it is 
today. One consequence of this spirit is that the task of tax 
administration is made more difficult by the absence of any 
social censure attached to tax delinquency. The prevalence of 
tax evasion in turn has a corrosive effect on the respect felt for 
government in general.® 


*On the relation of tax fraud to civic spirit, see articles on taxes in Esprit, 
January 1949, a special issue devoted to the decline of civic spirit in France. 
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What is needed, clearly, is a drastic tightening of enforce- 
ment, accompanied by rate reductions so that the increasingly 
accurate assessments will not impose intolerable burdens on 
taxpayers, and by a removal of the worst inequities in the tax 
structure. But to accomplish this, the authorities will need 
more personnel and broader investigatory powers, and these 
the parliament has always been reluctant to grant. Some im- 
provements in the detection of fraud have been made in recent 
years, but they represent only a beginning. 

Any tax system which absorbs as much revenue in propor- 
tion to GNP as does the French system must utilize a wide 
variety of_ fiscal devices, if only to mitigate the detrimental 
effects which any single tax is bound to have if applied too 

ntensively. Nevertheless, despite major changes in recent 
lyears, the French system is still probably too complex to be 
administered with maximum efficiency. 

The system is also a patchwork, which has evolved more in 
response to special situations and pressures than to a central 
plan or concept. This characteristic sometimes produces unfair 
and economically detrimental results, as when easily assessed 
tax bases are utilized for a whole series of taxes without ade- 
quate regard for the aggregate burden thereby imposed. Many 
one-time levies, entailing wasteful diversion of administrative 
attention from the enforcement of the permanent taxes, have 
been employed. Complexity, constant change, the use of ex- 
ceptional levies, and the absence of a unifying logic have all 
resulted in the system’s being inconvenient for taxpayers and 
unwieldy for the tax authorities to administer. 

Also, as general principles and uniformity of treatment dis- 
appear, the temptation to grant exceptional treatment becomes 
harder to resist. There have been many special exemptions, 
deductions and reduced rates to promote or protect favored 
activities. Some of the concessions have economic merit; many 
merely represented surrender to political pressure. The fre- 
quency of fiscal tinkering itself has bad effects: administration 
is hindered, and the advantages of familiarity and certainty 
which tend to lessen hostility to unpopular taxes are often 
sacrificed. 
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THE INCOME TAXES 


The adoption of a general income tax’ was proposed on many 
occasions before World War I. Three-fourths of revenues were 
being produced by the customs and various indirect taxes. 
France had four ‘‘direct”’ taxes, each with a long history: a tax 
on owners of real property, improved or unimproved, based on 
the assessed rental value of the property; a tax on businesses 
and certain liberal professions, based on the rental value of 
business premises; a personal tax, based primarily on the rental 
value of the dwelling occupied; and a tax on doors and win- 
dows. These taxes are often referred to as levies on presump- 
tive income as measured by external signs of wealth, but in 
fact, had most of the characteristics of property taxes. 

Reliance on this system of direct taxation might have con- 
tinued but for rapidly rising revenue needs. It was familiar, 
it involved a minimum of intervention into the taxpayers’ 
affairs, assessments could be made relatively infrequently and 
the rates were moderate enough so that even those unjustly 
treated did not complain too much. But as revenue needs rose, 
the old taxes ceased to be defensible. The values of the chosen 
indicia of wealth did not rise proportionally with the rising 
national income; yet to raise the rates would impose intolerable 
inequities. But indirect taxes were already so heavy that it was 
clear that direct taxes would somehow have to be made to 
produce more. 

In 1907 Finance Minister Caillaux presented to the parlia- 
ment a bill establishing a true income tax on personal incomes, 
designed to replace the four old direct taxes. The proposed tax 
was to consist of a set of proportional schedular taxes on each 
of the main categories of income, capped by a supplementary 
progressive tax on the taxpayer’s total income. Schedular 
taxes were favored because they could be used to discriminate 
between the different sources of income in establishing rates, 
deductions and exemptions, and because they made it easier 
to vary the method of assessment according to the particular 
problems raised by each type of income. Earned income was 
to be given favored treatment under the schedular taxes: in- 
come from work (wages, salaries, professional fees) was to be 


7 The historical material which follows is largely based on R. M. Haig, The Pub- 
lic Finances of Post-War France (1929), chapters 1 and 2. 
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taxed at 3 per cent, income from capital (rents, dividends, etc.) 
at 4 per cent, and mixed income (business and farming profits) 
at 3.5 per cent. The mildly progressive tax on total income 
would have a top rate of 4 per cent. 

The Caillaux proposal was received with great clamor. The 
arguments against it seem to have paralleled those heard when 
our own federal income tax was being debated. The Socialists 
made the bill’s passage more difficult by making exaggerated 
statements concerning the expected redistributive effects of 
progressive rates. Resistance to the bill was powerful. It was 
not until seven years later, a few weeks before the outbreak of 
World War I, that an income tax was enacted, and it provided 
only for a very moderate progressive tax (top rate 2 per cent) 
on total income. 

It was actually not until early 1916 that parliamentary 
pressure forced a reluctant Finance Minister to put this 1914 
law into effect. In December 1916, the law was amended to 
lower exemptions and increase progressivity, the top rate being 
raised to 10 per cent. Then in July 1917, the schedular taxes 
originally intended to underpin the progressive tax were 
enacted, and the old direct taxes were finally suppressed for 
national taxing purposes. 

The yield of the income taxes was disappointing during the 
war period. Moreover, the indirect taxes were made to produce 
more during the war, with the result that in 1918 the income 
taxes were estimated to produce only about 21 per cent of total 
revenue, or roughly the same propurtion as the old direct taxes 


had produced before the war. However, it was unquestionably ' 


fortunate that the foundations for an income taxation system 
had been laid during the war period. Post-war revenue needs 
were to provide ample justification for the adoption of this 
fairer and more elastic instrument of direct taxation, but its 
enactmer:t in the post-war era might well have been difficult. 
The personal taxes are now two in number,’ a proportional 
tax and a progressive surtax, each entailing a declaration and 
payments each year on the previous year’s income. Before the 
important 1948 tax reform, what is now the proportional tax 


8 The purely descriptive material in this section is based for the most part on the 
Code général des impéts and on J. Laferriére and M. Waline, Traité élémentaire de 
science et de législation financiéres (1952). 
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consisted of six schedular taxes on income from (a) industry 
and commerce, (b) agriculture, (c) wages, salaries and pensions, 
(d) securities, (e) land, and (f) professional and other non- 
commercial occupations. Each schedule had its own definitions 
of income, its own rate or rates, exemptions and deductions, 
with no carry-overs of losses or deductions between schedules. 
Differential rates (varying for 1948 from 15 per cent to 45 per 
cent) were used to discriminate between income from work, 
capital, and that of a mixed character. These distinctions, 
while not eliminated, are far less important in the proportional 
tax. 

Before the 1948 reform, corporations were taxed as legal 
entities under the industrial and commercial profits schedule. 
There is now a separate tax on corporate earnings. 

The present progressive surtax, levied on total income, re- 
sembles in most respects the pre-1948 “‘general tax on income.”’ 

Elimination of the separate schedular proportional taxes has 
led to adoption of a uniform basic rate (18 per cent) and uniform 
low-income and dependency relief provisions. But what is and 
is not taxable income is still separately defined for each of 
seven categories of income (corresponding to the pre-1948 
schedules already enumerated, plus one new category; see 
below). The base on which the progressive surtax is levied is 
essentially the sum of the segments of income assessed under 
the proportional tax. ; 

One consequence of the continued compartmentalization of 
French income concepts, which also characterizes the income 
tax statistics (see Table 2), is the degree of attention drawn 
to the number of taxpayers and amount of income assessed 
under each category of income. Since the quantity, and dis- 
tribution among the categories, of taxpayers and of assessed 
income, usually strikingly different from what one would ex- 
pect to find, are often widely commented on in the press when 
published, this compartmentalization comes to have political 
significance. Undoubtedly the distribution of the tax burden 
among occupational groups in the United States falls far short 
of perfect equity, but the subject never seems to receive the 
attention here which it continually gets in France. 

Of the seven sections of the Code defining the seven major 
categories of income, only four require special attention here; 
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TABLE 2 


Taxpayers, Taxable Incomes and Tax Yields under the 
Income Taxes in 1951 
(1950 Incomes) 








Taxable Pct. of 
No.of Tax- Incomes Total Income 
payersin Assessed or Assessed Yield 
Category Declared Under Tax _ (Billion 
(Thous.) (Billion Fr.) % Francs) 
Proportional Tax 2048* 710.4 100.0 132.2 
Income from land 420 8.5 1.2 
Industrial and commercial 
profits 1453> 513.3» 72.3 
Remuneration of man- 
agers, etc. 66 43.8 6.2 
Agric. profits 516 71.5 10.1 
Salaries, wages, etc.° 7 1.3 0.2 
Professional income, etc. 122 68.9 9.7 
Interest payments? 40 2.8 0.4 
Incs. rec’d outside France; 
other 1 0.2 0.1 
Progressive Surtax 2985* 1596.0 100.0 111.0 
Income from land 409 9.8 0.6 
Industrial and commercial 
profits 516 311.7 19.5 
Remun. of managers, etc. 48 39.1 2.5 
Agric. profits 53 15.2 1.0 
Salaries, wages, etc. 2517 1090.3 68.3 
Professional income 102 61.3 3.8 
Income from securities 757 64.3 4.0 
Income rec’d outside 
France; other 16 4.5 0.3 
Corporation tax (160)¢ (450)¢ — 196.7! 
Total Income Tax Receipts 439,98 





Source: Ministére des Finances, Statistiques et études financiéres, October 1952, 
pp. 877-886. 

* The total number of taxpayers shown as paying the proportional tax and 
surtax, respectively, is smaller than the sum of the numbers of taxpayers shown 
as having income in each of the income categories, since some taxpayers had in- 
come in more than one category. 

+ These are profits of firms not subject to the corporation tax. 1453 thousand 
taxpayers include 1,154,000 on an estimates basis and 299,000 on a self-assessment 
basis. 513.3 billion francs of taxable income include 301.3 billion earned by firms 
on an estimates basis, and 212 billion by firms on a self-assessment basis. 

° As is explained below in the text, nearly all incomes from wages, salaries and 
retirement pensions have since 1948 been exempted from the proportional tax. 

4 The interest payment income here referred to is a small segment of the taxable 
income in the securities income category, consisting of income not taxed at the 
source. The 30 billion francs of taxes collected from the payers of stock dividends 
and bond interest appear in the figure for the total yield of the proportional tax, 
but no information on the number of recipients of this form of income or the 
amount of such income is included in the statistics. 

* These figures are given only to show orders of magnitude, The tax statistics 
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those dealing with industrial and commercial profits, agricul- 
tural profits, wages and salaries, and income from securities. 
The others—those dealing with income from land, remuneration 
of owner-managers, and professional and other non-commercial 
income—are of secondary importance in terms of yield and 
present no problems of sufficiently general interest to warrant 
discussion here. 

The following comments on the four more important sections 
are confined to the most significant features of each. 

(1) Industrial and commercial profits. Perhaps the most dis- 
tinctive feature of this section of the tax law is the provision 
that small enterprises, with annual business turnovers not ex- 
ceeding certain stated amounts, are assessed under an adminis- 
trative estimates system (forfaii), unless they opt for self- 
assessment of their actual earnings.’ A taxpayer under the 
estimates system, instead of making an ordinary declaration 
of self-assessed earnings, submits a special declaration of his 
past year’s gross receipts, purchases, inventories, number and 
total pay of employees, rents paid, motor vehicles owned, etc. 
On the basis of this material and after a discussion with the 
taxpayer, the tax agent arrives at a figure which is supposedly 
an approximation of taxable income. The taxpayer enters this 
estimate under the heading of industrial and commercial profits 
in his income declaration. 

The estimates system was adopted because .(1) it is thought 
unreasonable to ask small firms in France to keep accounts 
sufficiently detailed to enable them to calculate their own 
annual net earnings, and (2) if small firms were nevertheless 





for 1951 do not show how many companies paid the corporation tax or what their 
total taxable earnings were; these figures are estimates, actually based on data on 
industrial and commercial profits for 1950 in Statistiques et études financiéres, 
January 1953, pp. 5-13, and May 1953, pp. 421-423. 

! The figure here given for the yield of the corporation tax consists only of part- 
payments made during 1951 on current estimates submitted of 1951 earnings. 
The total yield of the corporation tax on 1951 was somewhat higher, but no sepa- 
rate figure representing the final adjustments on the corporation tax seems to be 
published. This omission makes the grand total of income tax receipts slightly 
lower than it should be. 


® Currently, firms with annual turnovers of 8 or 2 million francs (roughly $23,000 
or $6,000), depending on the type of enterprise, may be assessed on the estimates 
basis. In 1951, about 80% of the unincorporated industrial and commercial 
enterprises (including artisans) taxed under this section opted for the estimates 
basis. See Table 2, note b, for statistics. 
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required to calculate their own taxable earnings, it would be 
extremely difficult for the tax administration to verify their 
declarations. Proper verification, especially in view of the 
inadequacy of small business bookkeeping, would require in- 
vestigations into the private affairs of the taxpayer beyond the 
point thought to be acceptable to the French businessman. It 
is considered more satisfactory for the taxpayer and the ad- 
ministration alike for the latter to estimate a proper tax base 
from certain supposedly easily-supplied and easily-verified 
data obtained from the taxpayer. 

The use for tax assessment of such data as number and pay 
of employees, rent paid, vehicles owned, etc., are variants on a 
tax procedure with a long history in France (and in a number of 
other countries). For each of these indicia, the administration 
establishes a coefficient. For example, each vehicle of a certain 
horsepower is assumed to indicate so many francs of probable 
profits. Applying these coefficients, the tax agent is supposed 
to arrive at a first approximation of taxable net earnings. 

The declarations of gross receipts are, however, the principal 
basis on which estimates are made. Here again, the tax agent 
in the field is supplied with formulae to aid him in relating 
gross to probable net receipts. Because it is recognized that 
gross receipts (and other data) are more often than not under- 
stated by the taxpayer, and that the agent has neither the 
time nor the investigative authority to detect most of this con- 
cealment, the field staff is also provided with statistical material 
on business trends, which are supposed to aid it in verifying 
declarations and in checking on the results obtained by using 
the coefficients. However, it appears that these statistics are 
put to comparatively little use. If their implications were 
acted upon, it is clear that a large number of declarations would 
have to be investigated, and that the prevailing level of esti- 
mates would rise. 

The defect of a coefficients method of this sort is that it is 
intrinsically so arbitrary that, if injustice to the individual tax- 
payer is to be avoided, the coefficients must be lower than they 
really should be for the majority. It is reported that the French 
tax agent often finds their application so time-consuming and 
the results they produce so unrealistic that he ignores them, 
decides how high an estimate he can impose without too much 
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of a dispute, and then works out with the taxpayer a profits 
base to support the estimate decided on." Once established, 
the estimate may be used year after year unless the taxpayer 
or the administration calls for its revocation. 

Arbitrary and low coefficients, varying degrees of undetected 
underdeclaration and estimates arrived at by negotiation result 
in assessments of small business income which both fail to 
correspond to the actual distribution of profits among the 
various small businesses and understate the share of the na- 
tional income received by small business as compared with 
other income groups. 

Under present conditions, self-assessment by small-business 
taxpayers of their net earnings would produce no better results 
than does the present system. But in the long run, self-assess- 
ment accompanied by an effective system of administrative 
verification would seem to be the only satisfactory method of 
operating an income tax, and should be the goal toward which 
the present system would evolve. One means of hastening this 
development would be to raise the coefficients gradually so that 
the resultant estimates would soon begin, in a growing propor- 
tion of cases, to overstate net earnings. This would in effect 
penalize the businessman for opting for the estimates system. 
It should cause him to improve his accounting procedures so 
that he could change over to a self-assessment basis. However, 
there is no indication that such a step is being contemplated by 
the government; indeed, there have been signs of a trend in 
official thinking toward a more objective and less individualized 
estimates system, with less reliance on the information in 
declarations and more on scientific studies of the earnings of 
representative firms in various lines of business." 

(2) Agricultural profits. The taxation of agricultural income 
has been one of the major subjects of tax controversy over the 
past thirty years. While other groups may not provide accurate 
information concerning their income, the estimates system for 
farm income has been so organized that the farmer’s tax base 


1 P. Uri in “Les problémes économiques et financiers,”’ Encyclopédie politique 
de la France et du monde (1950), v. 2, pp. 346-348. 

11 For evidence of official thinking, see the “exposé des motifs” in the Pinay 
Government's tax reform bill, no. 4579, Assemblée nationale, Année 1952, Projet 
de loi portant réforme fiscale (1952), p. 5. For a concurring opinion from a critic 
of otherwise very different views, see M. Duverger, in the third of a series of 
articles entitled ““Chacun sa part,” in Le Monde, February 5-8, 1952, 
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is systematically undervalued without any need on his part to 
defraud. Actually, the farmers are paying more in income 
taxes today than they were before the war, but they still pay 
far less in proportion to their earnings than other taxpaying 
groups. '? 

The distinctive characteristic of the assessment of farm in- 
come is that, instead of endeavoring to determine each farmer's 
actual income by self-assessment and verification (which un- 
deniably would be difficult to do accurately, for both farmers 
and tax agents), or even by estimating on the basis of declared 
gross receipts or some such figure, an approximation is sought 
by more indirect methods. 

Previous to the 1948 tax reform, the assessment of farm 
profits, like the assessment of income from land, was based on 
the land valuations contained in the national land survey 
(cadastre). The last complete survey dated from before World 
War I leaving much to be desired as a basis of reference. Up 
to 1941, the ‘‘land-survey income’”’ assessed for 1912 was sim- 
ply increased by 50 per cent, and this figure served in most cases 
as the estimate of taxable farm earnings. After 1941, the ‘‘land- 
survey income” was multiplied by a coefficient taken from a 
series negotiated for each département of France or each homoge- 
neous agricultural region and varying according to the relative 
over-all productivity of land in the department or region that 
year. This reform improved the yield of the farm profits 
schedule, but the income assessments remained extremely low 
in relation to those of other income groups, since the coefficients 
negotiated rose far slower than price and other statistics indi- 
cated.'® Moreover, such a system took no account of individual 
variations in farming efficiency. 

With the 1948 reform the use of the survey valuations was 
largely abandoned for estimating farm profits. Instead the tax 
authorities, Ministry of Agriculture representatives and the 
committees of local farmers who formerly had negotiated the 
coefficients for each department were assigned the task of 
estimating average net earnings per hectare devoted to each 
farm product produced in the department or region, using 


#2 Laferriére and Waline, op. cit., pp. 426-427. In 1934, a Finance Minister 
recommended abandonment of the agricultural profits schedule, as not producing 
enough to warrant the expense involved in maintaining it. Ibid., p. 426. 

13 Ministére des Finances, Inventaire of 1946, pp. 460-463. 
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actual price data. Their determinations were published, and 
the farmer used the published figures to work out his own tax- 
able income, by multiplying the figures applicable to him by 
the number of hectares which he was recognized to be devoting 
to each crop. 

The new system (of which the preceding summary is a con- 
siderably simplified description) operated as had the old in a 
manner favorable to the farmers, whose interests were well 
defended by both the local committees and the Ministry of 
Agriculture representatives. Yet the assessments rose to such 
an extent in the first year of the new system over what they 
had been before that the “farm bloc” in parliament felt it 
necessary to obtain a partial return to the old land survey 
valuation system for some types of farming operation." 

(3) Salaries, wages, pensions and annuities. The schedular 
tax on these types of income always had the lowest of rates 
and the most generous relief provisions for low income and 
dependents. On the other hand, definitions of taxable income 
under the schedule were relatively broad,’ and the use of in- 
formation returns and of withholding provisions made the 
assessment of this type of income more accurate than for any 
other category except securities income. Before the 1948 uni- 
fication of the schedules, it was widely believed, and with good 
reason, that salaries, wages and pensions were relatively over 
taxed because of the limited possibilities of evasion, and when 
the adoption of a uniform proportional tax rate and of uniform 
relief for small incomes and dependents was proposed, some 
provision seemed necessary to offset what would otherwise in- 
evitably be a marked increase in the de facto discrimination 
against this category. At this same time, the Government was 
faced with another problem: the workers were asking for a 
justified wage increase, then under State control, but the grant- 
ing of such an increase threatened to add impetus to the in- 
flationary trend. 

Both of these problems were dealt with by a single measure. 
Wages, salaries and retirement pensions were (with a few ex- 
ceptions) exempted from the new 18 per cent proportional tax. 
Thus a de facto wage increase was granted in a manner con- 


 Laferriére and Waline, op. cit., pp. 426-432. 
 Ibid., pp. 437-441. 
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sidered to be less inflationary in its impact than a direct in- 
crease would have been, while the alleged overtaxation of this 
income category was counteracted. The exemption, originally 
thought of as temporary, has continued ever since. Nor is it 
likely to be withdrawn in the near future, particularly in view 
of the wage demands which its abandonment would bring. To 
recoup the resultant loss of revenues, a tax was enacted on the 
payrolls (5 per cent) and the pension funds (3 per cent) out of 
which the beneficiaries of this exemption were paid." 

One may question whether exemption of practically the 
whole wages-and-salary category of income from the propor- 
tional tax represents the best permanent solution to the prob- 
lem of tax inequity. It certainly weakens the logic and uni- 
formity of the income tax structure. It effectively spares most 
wage-earners from income taxation (since most of them earn 
too little to be taxable under the surtax), but this could be 
accomplished by raising the level of the basic ‘‘disassessment”’ 
allowance (see below), generally or for wages alone if desired. 
For salary-earners the exemption amounts to an 18 per cent 
reduction in the effective combined tax rate applicable to 
them. Granted that, because of their accurate assessment under 
the withholding and information-return procedures, salary- 
earners deserve relief, an across-the-board 18 per cent rate 
reduction is certainly a crude solution. Ultimately, of course, 
the only answer is fairer assessment of the other categories. 
Meanwhile, piecemeal grants of tax relief point up a dilemma 
of the French tax planner: What of the man in one of the 
“evading’’ categories who, either because he is incorruptible or 
simply unable to evade, is accurately assessed? He benefits 
from no concessions, and becomes the most discriminated 
against of all. 

(4) Income from securities and other forms of interest. The 
distinctive feature of the proportional tax on dividends and 
bond interest is that it is not paid by the recipient, but by the 
distributing company (except when the company is not under 

16 The question inevitably arises of whether the wage-earners and others who 
have benefited from the exemption do not ultimately pay the tax anyway asa re- 
sult of the shifting “backward” of the payroll-and-pension tax. There is, however, 
no way of determining whether wages would be higher but for the payroll tax, or, 
on the other hand, to what extent the tax is reflected in prices. 


The pavroll tax should be distinguished from the employers’ social security pay- 
ments, which are not collected by the tax authorities. 
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French jurisdiction) on the amount of its distributed earnings. 
There is thus no possibility of evasion by individuals of the 
proportional tax on the income from domestic securities. 

The income from most government bonds is exempt from the 
proportional tax, as are the bonds sold by certain government- 
sponsored organizations for which favored treatment is con- 
sidered desirable (e.g., organizations building cooperative low- 
cost housing). 

No special section of the income tax Code is devoted to capi- 
tal gains." Articles dealing with them appear under each of the 
taxes. However, since the most significant of these articles 
are those under the proportional tax, this is an appropriate 
point at which to consider them. 

A basic distinction is made in the French law between the 
capital gains relating to business assets and those of individuals 
selling personal assets unrelated to their business occupations. 
The individual is subject to no tax on gains realized from the 
sale of personal assets (including securities), except where a 
gain exceeding 100,000 francs is realized on securities of an 
enterprise over which he or members of his family have exer- 
cised substantial influence within the past five years; in this 
situation he is taxed under the surtax only, on half of his gain, 
but with no ceiling rate. Provisions exist to prevent persons 
from avoiding taxation of gains by merely transferring business 
assets to themselves in their individual capacities before selling 
them. 

Under the broad definitions of business profits now found in 
the Code, all capital gains by businesses could in principle be 
fully taxable as ordinary income—to unincorporated enterprises 
under both of the personal income taxes and to corporations 
under the corporation tax. However, the principle is subject 
to a number of specific exceptions. If the proceeds of the sale of 
business assets are to be reinvested within three years in assets 
of a similar nature, or if the transfer of assets is to members 
of the owner’s family (whether at death or previously) who 
intend to carry on the business, no tax is levied. (These provi- 
sions are both so drawn that the taxability of the gain is 

" Laferriére and Waline, op. cit., pp. 410-414; H. Laufenburger, Finances com- 


parées (1950), pp. 148-149; L. H. Seltzer, The Nature and Treatment of Capital 
Gains (1951), pp. 267-270. 
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actually not waived but merely deferred, a provision indicative 
of the importance attached in France to the family control of 
businesses.) Transfers of business assets when an enterprise 
is sold or liquidated are taxed under all three income taxes at 
only one-half the amount of the gain if they have been held for 
less than five years; if held for more than five years, the full 
gain is taxed but at only 6 per cent under the proportional tax, 
8 per cent under the corporation tax, and not at all under the 
surtax. Capital gains realized by enterprises assessed under 
the estimates system also are not taxed. 

The French parliament has acknowledged the illusory nature 
of many appreciations in the value of assets, in view of the 
rapid depreciation of the franc during the last thirty years, by 
enacting provisions for t! 2 optional revaluation of the book 
values of capital assets. Th.‘s affects both the base from which 
the capital gains are eventualiy calculated and the calculation 
of depreciation. Somewhat similar provisions exist for inven- 
tory valuations. 


RATES AND REDUCTIONS 


The basic rate of the proportional tax on the total of taxable 
income, 18 per cent. has not been changed since the rates were 
unified under the 1948 reform. The few wages, salaries and 
retirement pensions not benefiting from the total exemption 
of these forms of income from the tax, as well as other pensions, 
annuities, artisanal income, and most incomes in the profes- 
sional incomes category, benefit from a 9 per cent rate for the 
fraction below 200,000 francs. Special reduced rates apply to 
income of certain non-negotiable bonds and to certain capital 
gains. 

Applying these rates to his taxable income, the taxpayer 
arrives at a preliminary or gross tax estimate. The alleviating 
effect of a personal exemption (of the “‘vanishing’’ type) is 
achieved by a device known as a “‘degressive disassessment,” a 
reduction of the gross tax which works in such a way that in- 
comes of less than 60,000 francs subject to the 18 per cent rate, 
or of less than 120,000 francs under the 9 per cent rate, are in 
fact exempt, while incomes up to 240,000 francs under the 
18 per cent rate and 340,000 francs under the 9 per cent rate 
receive a special reduction. However, incomes above these 
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modest limits (340,000 francs is less than a thousand dollars a 
year) receive no reduction for the fractions of income below 
the limits. 

A taxpayer with dependent children may subtract 15 per 
cent of the gross tax (minus any disassessment to which he is 
entitled) for each of his first two children, and 45 per cent for 
each other child, provided, however, that the amount sub- 
tractible cannot exceed 5,000 francs for each of the first two, 
and 15,000 francs for each other child. There is no reduction 
for a wife, nor does the proportional tax have an income- 
splitting provision. 


THE PROGRESSIVE SURTAX 


Taxable income under the surtax includes in general income 
taxable under the proportional tax and certain other forms of 
income. These differences, although in some cases of considera- 
ble importance," need not be reviewed here. Similarly, certain 
deductions are allowable under the surtax which are not under 
the proportional tax; the most important of these are many 
of the national and local direct taxes paid during the previous 
year, including notably the proportional tax paid during that 
year. 

Perhaps the most interesting feature of the surtax assessment 
provisions is the requirement that the taxpayer provide certain 
information in his declaration relating to his style of life, to the 
“external signs of wealth’ among his possessions. This is 
another example of what might be called the coefficients pro- 
cedure, which, as we have already noted, has a long history in 
France and is still used in connection with various other taxes. 
Every one who files a declaration must supply information 
concerning the rental value of his residence or residences, the 
number and ages of his domestic employees, and the number 
and horsepower of his automobiles. For each of the indicia a 
coefficient has been established, and is used by the tax adminis- 
tration to make an independent appraisal of the taxpayer’s 
income. If the total income declared by him is less than this 
estimate, the burden of explaining the difference is on him. 

18 Some of the most important differences concern income of foreign origin. 


This study does net attempt to deal with the complex problems concerning income 
of foreign origin and income-recipients of foreign domicile or nationality. 
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However, the coefficients tend to be too low to make this check- 
ing device significant. Moreover, its use inevitably tends to 
encourage legal subterfuges designed to conceal the de facto 
ownership of possessions of the type used as indicia. 

It should be noticed that there is no withhoiding at the 
source of the surtax, although withholding and a gradual 
change-over to a pay-as-you-go system for wages and salaries, 
to be inaugurated in 1954, are now under consideration. This 
would be a valuable improvement in an inflationary era, but 
the project is meeting strong resistance. 

The progressive surtax provides for income-splitting, not 
merely between husband and wife but among dependent chil- 
dren as well. The divisor in the splitting operation depends on 
the size of the family. For a person without dependents, the 
divisor is ordinarily 1. For a childless couple or single parent 
with dependent child, it is 2. The divisor thereafter increases 
by 0.5 for each dependent child. 

The net taxable income is divided by the appropriate divisor, 
the ‘family quotient” thus arrived at is subjected to the pro- 
gressive rates, and the resulting figure is multiplied by the 
divisor to arrive at the final tax. 

The rate schedule applicable to 1952 incomes is as follows. 
Note that the first 180,000 francs of taxable income are ex- 
empted. 


For the fraction between: 


(*) (®) 

1,000 and 180,000 francs ( $500) no tax 
181,000 and 350,000 francs ( $1000) 10% 
351,000 and 600,000 francs ( $1,700) 15% 
601,000 and 900,000 francs ( $2,600) 20% 
901,000 and 1,500,000 francs ( $4,300) 30% 

1,501,000 and 3,000,000 francs ( $8,600) 40% 
3,001,000 and 6,000,000 francs ($17,100) 50 or 55% 
Fraction above 6,000,000 francs 60 or 70% 


* Amounts of less than 1,000 francs may always be dropped by the taxpayer. 

b Rough dollar equivalents for the upper limit amounts are given at the current 
official exchange rate, although they cannot be said to give any real indication of 
the importance of the franc income to which they nominally correspond. 

(In the last two brackets, the higher rate given is applicable to taxpayers with- 
out any dependents.) 


For the surtax also there is a ‘“‘degressive disassessment”’ for 
taxpayers with low “family quotients’”’ (i.e., taxable net income 
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divided by appropriate divisor). If the family quotient is less 
than 220,000 francs, no tax is actually levied; if it is between 
220,000 and 260,000 francs, the degressive disassessment re- 
duces the tax. 


PROGRESSIVITY OF THE PERSONAL INCOME TAXES 


Table 3 shows the taxes levied on family units of various 
sizes and earning various incomes. The true significance of the 
tax burdens shown can, of course, only be appraised in the 
light of such considerations as the relative liberality of the 
interpretations of what constitutes taxable income and the 
degree to which income in each category tends to be under- 
assessed. But in examining Table 3, one is particularly struck 
by certain aspects of the incidence of the personal income taxes: 

(a) Income taxation can be extremely heavy on small in- 
comes. This is because of the relatively high rate and smallness 
of disassessments in the proportional tax. For instance, a mar- 
ried taxpayer with two children and taxable income of 200,000 
francs (which is roughly $570. a year, and very small even in 
France), if he is not exempt from the proportional tax or sub- 
ject to the 9 per cent rate, could be taxed 24,000 francs, or 12 
per cent of his taxable income if that income were accurately 
assessed. Even under the 9 per cent rate he would be taxed 
7,000 francs. The family deductions seem insufficient; the 
“‘disassessment” degresses too quickly. Such a rate structure 
makes evasion in many cases essential for survival. 

(b) At the other end of the scale, the top rates are reached 
at what seems a surprisingly modest level. The top surtax 
bracket opens at 6 million francs, as compared with $200,000 
in our federal income tax.” Effective rates are steep in the 
upper levels, especially for persons without dependents, and as 
income rises, these rates rise more steeply. The bachelor with a 
10 million franc income who is subject to both taxes falls under 
an effective 71 per cent rate; with 20 million francs it would be 
80 per cent, with 30 million, 82 per cent; in each of the latter 

* Usiag the official exchange rate, this is roughly a $17,000 pre-tax income. 
Actually, an income at or above this level i is much rarer in France than in the 


United States. Nevertheless such an income is certainly more modest by French 
standards than a $200,000 income by ours. 
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cases, the last 10 million are taxed at 88 per cent (18 per cent 
proportional tax plus 70 per cent surtax). 

These first two observations suggest that rising revenue re- 
quirements have prevented periodic revisions of the rate struc- 
ture sufficient to offset the effects of the depreciation of the 
franc. Indeed, the proportional tax rates and disassessments 
have not been changed since the 1948 reform. The surtax 
rates have been changed on several occasions in recent years, 
but not enough to offset the monetary depreciation. 

(c) Having children entitles one to relatively greater tax 
relief in France than under our federal income tax. Although 
the dependency reductions in the proportional tax are not 
significant for the wealthy French taxpayer (as is true also of 
our $600 exemptions, for wealthy American taxpayers), the 
income-splitting provision is extremely advantageous to him. 

(d) While the 9 per cent proportional tax rate for the first 
200,000 francs ($570.) of any ‘income from work” not bene- 
fiting from the total exemption is only a significant relief meas- 
ure in the lower income brackets (in all but a short range of 
income it merely reduces the proportional tax by a flat 18,000 
francs), total exemption from the proportional tax is of major 
advantage to taxpayers of all incomes. Except in the bottom 
income brackets, it amounts to an 18 per cent reduction in the 
effective rate. The incidence of this benefit is somewhat arbi- 
trary. The man on a salary, married and with four dependent 
children, whose income consists entirely of his salary, on a 
taxable income of 3 million francs pays 338,000 francs in taxes, 
or 11 per cent of that income. The man with the same number 
of dependents and with a taxable income of the same amount 
from business profits or dividends, pays 838,000 francs in taxes, 
or 28 per cent of his income. The professional man in the same 
position, benefiting from the 9 per cent rate on the first 200,000 
francs, pays 820,000 francs, or 27 per cent in taxes. Granted 
that business and professional income may not be as accurately 
assessed as salaries; granted that some dividend income may 
escape the surtax and that perhaps ‘“‘earned”’ income should be 
privileged over “‘unearned,”’ one wonders whether the degree of 
discrimination here shown is not greater than considerations of 
equity justify. 
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THE CORPORATE INCOME TAX 


Although most of the organizations paying this tax are 
corporations, to describe the ‘“‘tax on the profits of companies 
and other juridical persons’ as a corporate income tax is not 
strictly accurate. Government enterprises operating for profit 
are subject to the tax. A variety of unincorporated business 
associations are subject to it, or may opt to be taxed as legal 
entities under it. (When profits are subject to the personal 
income taxes, they are taxed to the associates as individuals.) 

Business organizations paying the corporation tax do not 
pay the personal income taxes. However, double taxation 
exists, in that distributed earnings, although already taxed 
under the corporation tax, are thereafter taxed to their recip- 
ients under both of the personal taxes. 

The corporate income tax is a straight proportional tax. The 
rate was originally 24 per cent (this having been the schedular 
rate for business profits at the time of the 1948 reform), but 
was soon raised to 34 per cent. Small companies subject to the 
tax benefit from no reduced rate, in contrast with our federal 
corporation tax. 

Unlike individuals, corporations are obliged to pay quarterly 
installments each year on estimated taxable earnings of the 
current year, making a final declaration and an additional pay- 
ment, if necessary, after the end of the year. 


CURRENT CRITICISMS 


Much of the current popular writing in France about taxes is 
polemical, emotional, and derogatory. Much of what has been 
written on the subject outside France also tends to be deroga- 
tory. As in other fields of social and economic observation, 
French commentators seem to be leading the way in bitter, 
sometimes despairing criticism of national institutions and 
habits, with foreigners accepting this evaluation and expressing 
an often rather complacent sympathy. 

It is not the present intention to attempt a defense of French 
taxation. The defects of the system are undeniably grave. 
Nevertheless, many of the points made against the system 
are misdirected or at least overstated. To a considerable extent 
the nature and operation of French fiscal institutions are deter- 
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mined by the course and current status of France’s political, 
social and economic evolution. This provides a more satisfac- 
tory explanation of the weaknesses of the tax system than the 
notion that the French are unable to handle tax problems.” 

Among the misstatements and exaggerations about French 
taxation which one encounters are the allegations: (a) that 
Frenchmen pay no taxes, or at any rate not enough; (b) that 
French wage- and salary-earners, like the Third Estate before 
the Revolution, pay nearly all the taxes; (c) that the French 
tax system is regressive; and (d) that it is hopelessly archaic. 
Each of these allegations has an element of truth and a larger 
element of falsehood. Though some groups in French society 
do not pay their fair share of the taxes, the aggregate tax burden 
is a heavy one. Wage-earners and some salary-earners may 
still pay more than their share of taxes despite the attempt 
made in 1948 to relieve them; but in view of the broad incidence 
of consumption taxes (and bearing in mind the food exemption 
under the sales taxes, which lightens the burden on workers), 
it certainly cannot be said that they pay nearly all the taxes. 
The tax system as a whole is probably no more than slightly 
progressive, and the progressivity of its actual incidence is 
irregular because of imperfections in assessment and collection; 
but it certainly is not regressive. Finally, although some archaic 
taxes and taxing methods remain, the two major groups of 
taxes, on sales and income, for all their faults, are modern in 
conception, and contain many provisions which represent the 
best current thinking on taxing techniques. Rarely is the ex- 
planation of a French tax provision which to us seems unsatis- 
factory to be found merely in unawareness that alternatives 
exist. Most tax provisions have their raison d’étre in France’s 
history, in the stage which French industrial, agricultural and 
commercial evolution has attained, in financial and accounting 
practices, in the state of civic spirit and the balance of political 
forces. 


® British and American writers have often criticized the French for being col- 
lectively deficient in capacity for effective social organization. Whether or not the 
reproach is justified, and if it is, what is the cause for the deficiency, cannot be 
discussed here. But to consider taxation as one aspect of the difficulties facing the 
French community is certainly more fruitful than to view it in isolation. 

Much has been written in recent years in English about the contemporary 
difficulties of France. See, e.g., E. M. Barle (ed.), Modern France (1951); Chapters 
4, 17 and 19 in particular provide background for the tax problem. 
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The following are a few aspects of the French institutional 
setting which are relevant to the tax system. 

(a) A far larger proportion of the population of France con- 
sists of either farmers or small businessmen than is true in the 
United States. These groups, together with the liberal profes- 
sions, present a taxation problem in all countries. In some of 
the countries where these groups are as important propor- 
tionally as they are in France, income taxation is not attempted. 

(b) The use of the corporate form of business enterprise, 
of bank deposits, of highly formalized accounting practices, 
factors which greatly increase the ease of tax administration, 
are much less extensive in France than in the United States. 

(c) French business is characterized by the prolonged exist- 
ence of many firms which in a truly competitive economy could 
not survive. Government, labor, and even the more efficient 
business units tacitly conspire to keep these firms afloat. They 
receive protection from discriminatory tax provisions (some 
relieving them, some penalizing the more efficient business 
practices), coupled with a hesitancy to push vigorously those 
enforcement measures which would reduce their tax evasion. 
The reluctance to push competitive advantages, indeed the 
frequent practice of collusive price-setting, probably makes 
easier the shifting to consumers of taxes on business profits. 

(d) French relations with tax officials differ from those 
between American taxpayers and tax agents. While we have 
come to accept the investigatory powers entrusted to tax agents 
as a necessary evil, and on the whole tend to trust the honesty 
and discretion of the agents, the French public and parliament 
alike are far from accepting the principle that fiscal needs 
should prevail over the right to privacy. Indeed, the scope of 
the whole concept of ‘‘business secrets” tends to be much 
wider in France than it now is in this country. 

(e) The whole atmosphere of relationships between govern- 
ment and citizen presents difficulties in France. Considerable 
segments of the population (e.g., Communists, extreme Right- 
ists) oppose the whole regime, its democratic or its capitalistic 
aspects or both; many other groups are normally hostile to the 
government and consider it hostile to them (e.g., most workers, 
Communist or not, and many businessmen and farmers). Even 
among many of those not falling into these categories one finds 
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a lack of enthusiasm, loyalty or even respect for public figures, 
institutions, and symbols. There prevails among Frenchmen a 
concept of the relation of the individual to the community 
which, except in times of crisis, places the individual's duty to 
society well behind his obligation to the family and his right to 
strive for expression of his personality. The weakness of civic 
spirit, of social cohesion, inevitably results in a low level of tax 
morality. 

Yet to say that criticisms of the French tax system have often 
overshot the mark, and that there are historical and environ- 
mental explanations for many of its characteristics, is not to 
absolve it from criticism. The system is working badly today 
when heavy demands are being made on it. It plays no role in 
remedying the retarded aspects of the economy and the ail- 
ments of French society, whereas it might contribute to direct- 
ing and accelerating desirable change. Indeed, its influence 
now is mostly on the side of perpetuating characteristics of the 
French economy which must change if France is to play the 
role she has set for herself in the world. 


CONSIDERATIONS OF EQUITY 


For many years, the notion that considerations of equity 
required a progressive tax structure has been enmeshed in 
France with the conviction that a differentiation should be 
made between sources of income. The principle involved was 
similar to the familiar American distinction between ‘‘earned” 
and “unearned” income. But economic circumstances and 
political manipulation of the rates gradually reduced the mean- 
ing of the differentiations made, and in 1948 they were largely 
abandoned. As we have seen, discriminatory provisions nomi- 
nally based on this distinction remain, but these can be ex- 
plained as much in terms of the need to lessen the impact of 
discriminatory assessment methods and uneven enforcement 
efficiency as in terms of differentiating between sources of 
income. 

With the reduction in importance of differentiation between 
sources, progressivity is left as the dominant principle of tax 
equity. In practice, however, the French have established a 
structure which, though probably progressive, is only mildly so 
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and shows numerous departures from a truly progressive pat- 
tern of incidence. 

Certainly the consumption taxes can hardly be counted as 
contributing to over all progressivity. The most that can be 
said for the French on this account is that they are less regres- 
sive than they might be. The case for their perpetuation rests 
rather on their productiveness, and on the consideration that 
until the income taxes can be improved, they probably do less 
damage than would an intensification of the latter.?" 

The so-called “taxes on wealth’ (mostly registry and stamp 
duties) probably fall more heavily on the prosperous than on 
the poor, but in any case their aggregate impact is negligible in 
relation to the total tax yield. 

The situation with respect to income tax assessment may be 
summarized as follows :?? 


(1) Incomes from wages, salaries and pensions are assessed 
with relative accuracy, because their payment is reported in 
information returns. Some wages (and particularly overtime 
pay) are undeclared; by concealment the employer can save 
on both the payroll tax and social security contributions, while 
the emplovee can reduce his income tax, although he thereby 
loses his right to social security benefits. This type of fraud is 
said to be limited in extent. In the upper levels, perquisites and 
the deduction of dubious business expenses are a means of 
avoidance and evasion, but a well-recognized and hazardous 
one, and the loophole is narrowing. Lacking both of these 
outlets, government employees probably are the most strictly 
taxed of all groups. 

(2) Income from domestic securities is accurately taxed 
under the proportional tax, because it is assessed to the payer. 
For the surtax it must be declared by the taxpayer, but the 
tax administration has devised means of checking on this in- 
come which keeps evasion low. Income from foreign securities 
obviously presents more difficult problems. 

(3) Profits of the larger business concerns, and especially of 
corporations, are being ascertained with increasing accuracy as 
tax enforcement methods improve. On the other hand, busi- 


21 Professor Duverger (Joc. cit.) argues that the French consumption taxes are 
considerably less inequitable today than the income taxes. 
22 See Table 2, above. 
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ness firms of all sizes undoubtedly shift to consumers some 
portion of the income taxes imposed on them. 

(4) Professional earnings, except in a few cases where there is 
declaration at the source, are difficult to verify and are seriously 
underassessed. 

(5) Small business profits benefit from an estimates system 
which in practice results in their being underassessed. Each 
year the Finance Ministry’s statistics show numerous noto- 
riously profitable lines of business as yielding their owners 
average incomes barely above the subsistence level.”* 

(6) Agricultural profits (and on the whole, incomes from 
land) still benefit, despite recent changes, from extraordinarily 
favorable methods of assessment. Of the more than two million 
farm families in France, the majority could not be taxed under 
any reasonable income tax. But only 53,000 family units paid 
the surtax at all in 1951; the income taxed of these was only 
15.2 billion francs, or 1 per cent of the total taxable income sub- 
jected to the surtax. The 516,000 farmers who paid the propor- 
tional tax (the basic and dependency exemption provisions of 
which are considerably lower than for the surtax) were taxed 
on only 71.5 billion francs, or an average of less than 140,000 
francs a year of farm income per family taxed. Yet farm in- 
come in 1951 has been estimated, on the basis of value of 
products, as totalling somewhat over 1,000 billion francs.*4 
Clearly, making generous allowance for the sum of the incomes 
of farmers whose low incomes entitled them not to pay a tax 
and for personal and family disassessments, farmers as a group 
were taxed under the proportional tax on only a minor fraction 
of their actual incomes. 

The Committee on the Accounts and Economic Budget of 
the Nation has estimated the revenue lost in 1951 because of 
the special treatment of farmers under the income tax at 65 
billion francs, 50 billion under the proportional tax and 15 bil- 
lion under the surtax. The Committee suggests that the farm 

23 See, e.g., “Statistique des bénéfices industriels et commerciaux réalisés en 
1950,” Statistiques et études financiéres, January 1953, pp. 5-13. See also “Réforme 
fiscale’’ (anonymous article apparently by Pierre Uri), Réalités, November 1950, 
pp. 57-58; 115-116; “France: Reconstruction and Development” (article also by 
Uri), in H. S. Ellis, Economics of Freedom (1950), p. 81; “‘Lignes directrices d’une 
réforme fiscale,”” Réconstruction, June 1951 (supplement), pp. ‘6-11 


24 Information obtained by the writer in Paris in 1952. See also Réconstruction, 
June 1951 (supplement), p. 7. 
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income actually subjected to tax is somewhere between 10 and 
20 per cent of potentially taxable farm income. This is in 
contrast to the industrial and commercial sectors, for which the 
Committee estimates that roughly 80 and 72 per cent, respec- 
tively, of taxable income was actually taxed in 1949.75 

In appraising the assessment of the various categories of 
income, it must be remembered that if it were possible to deter- 
mine every taxpayer’s actual taxable income with perfect 
accuracy the resultant burden would still not be equitably 
apportioned, because of the equalizing provisions introduced 
into the tax system to allow for differing degrees of under- 
assessment. Needless to say, this is no. argument against 
striving for accurate assessments; as they are achieved, the 
equalizing provisions can be modified. 

In so far as a categorical classification of so arbitrary a system 
is justified, the French tax system can probably be described 
as mildly progressive. Though their evasion is often con- 
siderable, well-to-do Frenchmen on the whole nevertheless pay 
heavy taxes. The incomes of the corporations and larger unin- 
corporated enterprises which are the source of many of the 


25 Rapports du Service des études économiques et financiéres du Ministére des 
Finances sur les comptes provisoires de la nation des années 1951 et 1952 et sur le 
budget économique de l'année 1953 (1953), p. 61. The Committee estimates that 
in addition to the 65 billion francs lost under the income tax, special treatment of 
farmers under the payroll-pensions tax (from which they are exempted), sales 
taxes and alcohol taxes cost the State respectively 10, 10 and 18 billion francs, so 
that the total cost of fiscal privileges to farmers was slightly over 100 billion francs. 

26 Appraisals of the distribution of aggregate tax burdens are difficult for any 
system, even when the statistical material is more highly developed than is the 
case in France. An attempt has been made by M. Hubert Brochier in the study 
of the redistributive effects of public expenditure and taxation which constitutes 
the first half of his Finances publiques et redistribution des revenus (1950). Partly 
because his bold attempt to quantify the distribution of the tax burden among the 
brackets and categories of income seems, to the present writer, to contain so 
many statistical hazards, and also because the important tax law changes of 1948, 
and rate changes since, markedly alter the picture, his computations have not 
been included here. His conclusions are worth summarizing, however. They are 
that in 1946: 

(1) The bulk of tax receipts came from small and medium incomes. This always 
tends to be true, in view of the wide dispersion of income and the relatively small 
number of concentrations of wealth in France. 

(2) The tax system as a whole was progressive. With receipts from the excep- 
tional levies excluded from the computation, however, the steepness of progressiv- 
ity was seen to diminish in the top income brackets (above 1 million francs), owing 
to the importance of consumption taxes. 

(3) The categories of income most heavily taxed were securities income and 
wages and salaries. Government receipts and expenditures together, he con- 
cludes, effect a slight redistribution from the lower to the higher income groups! 
Pp. 64-66, 105-109. 
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bigger incomes are themselves heavily and fairly accurately 
taxed; salaries and distributed earnings are subject to steep 
progressive rates with limited possibilities of evasion. More- 
over, the attentions of the tax administration tend to concen- 
trate on the rich taxpayer. 

Those with the lowest incomes are certainly more heavily 
taxed than they should be, considering the standards of living 
to be found at the lower income levels. But it does not seem 
to be true, as is sometimes suggested, that the low-income 
groups are taxed proportionately more heavily than the high- 
income groups. The fact that the low-income groups are as 
heavily taxed as they are (principally under the high consump- 
tion taxes) has been made necessary by the relative under- 
taxation of important elements of the middle-income groups. 
In France an over-whelming proportion of all personal income 
is distributed among the middle-income groups, on whom 
(except in the case of wage- and salary-carners) effective in- 
come taxation is the most difficult to impose. Even more 
than for the United States, then, ‘“soak-the-rich” solutions 
to the revenue problem are misguided; what is needed is the 
discovery of more effective methods of assessing the middle- 
income groups. 


MAGNITUDE OF TAX FRAUD AND SOME PROBLEMS OF 
ENFORCEMENT 


Although a number of estimates have been made in recent 
years of the extent of tax fraud,” no satisfactory means exists 
for calculating with any precision the total amount of taxes 
evaded.* Estimates of total fraud in recent years noted by 
the author have varied from 300 to 1,000 billion francs a year, 
which for 1951 would have represented a range of between 
15 and 50 per cent of taxes collected. 

The most evaded of the major taxes is probably the 1 per 
cent sales tax on all transactions. Retailers, and to a somewhat 
lesser extent wholesalers, are likely to include the tax in their 

27 Tax fraud is the subject of a considerable amount of current writing in France. 
See, e.g., tax articles in Esprit, January 1949 (special issue on /’incivisme) and in 
Revue de banque et bourse, March 1952 (special issue on tax fraud); also P. L. 
Reynaud, “La fraude fiscale a la lumiére de l’expérience frangaise,’’ Public Finance, 


1948, no. 3, pp. 276-289. 
8 See Brochier, op. cit., pp. 28-29, on estimating fraud. 
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prices and then keep it. Evasion of this tax by retailers has 
been estimated at as high as 40 per cent. The least evaded tax 
is probably the sales tax on producers, largely as a result of an 
ingenious arrangement making possible a cross-check of the 
declarations of producers.” Income tax fraud by unincor- 
porated firms and professional groups has been estimated at 
as high as 40 per cent. Fraud by corporations is proportionally 
much less significant.*° 

The recent report of the Committee on the Accounts and 
Economic Budget of the Nation includes some revealing esti- 
mates, for the major forms of industrial and commercial enter- 
prise, of the differences between probable real gross receipts 
and taxable income in 1949 and the corresponding declared 
figures for that year on which taxes are levied. The totals given 
are as follows (in billions of francs) :*! 











Gross Receipts Profits 
Actual Untaxed Actual Untaxed 
g. Fr. se. > of Profits Profits % of 
(b. fr.) (b.fr.) Fraud (b. fr.) (b.fr.) Fraud 
Industry 7950 310 4 810 160 20 
Commerce and Services 7175 800 11 780 220 28 





There is obviously a close connection between income tax 
fraud by business firms and sales tax evasion. In both cases, 
concealment of sales is the key element.*? This accounts for 
the major stress in the recent enforcement campaign on putting 
an end to unrecorded sales. 

(2) Some of the practical difficulties of detecting fraud by 
taxpayers have been alluded to. The task is far too big for the 
staff available. Parliamentary distrust and public hostility 


2 A producer may diminish the tax due from him by deducting taxes paid by the 
suppliers of his production materials and shifted to him, but only if he can show 
purchase vouchers on which payment of the tax by his suppliers is indicated. The 
existence of these vouchers facilitates the verification of the declarations of pro- 
ducers, not only for sales tax but also for the income tax. See M. Lauré, La taxe 
sur la valeur ajcutée (1952). 

%#® Estimates obtained by the writer in Paris in 1952. For some other estimates, 
see article on tax fraud in Le Monde, March 6, 1952; article on problems of Paris 
merchants by André Leveuf, Le Monde, December 22, 1951; and “Réforme fis- 
cale,”’ Réalités, November 1950, pp. 57-58, 115-116. 

31 Rapports du Service des études économiques et financiéres du Ministére des 
Finances sur les comptes provisoires de la nation des années 1951 et 1952 et sur le 
budget économique de l’année 1953 (1953, pp. 62-63). 

32 See J. Constant, articles in Le Monde, November 1 and 12, 1952. 
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have long hindered effective investigation. It is, of course, true 
that letting many taxpayers escape their obligations diminishes 
the disposition of others to be honest but this fact, though 
important, must in practice be weighed against other con- 
siderations. For one thing, efforts to secure accurate assess- 
ment of the incomes of the numerous small enterprises who are 
perhaps the worst offenders would be costly in terms of yield 
per manhour of investigative effort. Furthermore, any major 
improvement in the accuracy of assessment would undoubtedly 
put a large number of inefficient enterprises out of business. 
The economist may say that this resuJt is necessary if national 
productivity is to rise, but the administrator and the politician 
alike naturally hesitate to take steps which will lead to this 
result. 

A marked improvement in overall tax enforcement, mostly 
aimed at medium-sized and large enterprises, has taken place 
in recent years. The number of tax agents has increased, in- 
vestigatory procedures have improved, central records on tax- 
payers are better organized, and penalties have become more 
severe and are more readily used. In a category where every- 
body evades, it is difficult to make an example; the unlucky 
victim is considered harshly treated by his colleagues and his 
representative in parliament. But examples are being made 
nevertheless; evaders are being sent to prison. Cries of ‘‘In- 
quisition!’ are being heard in parliament and the right-wing 
press, which is undoubtedly a good sign. Additional taxes 
collected plus penalties are said to have totalled as high as 
100 billion francs in 1951; 160 billion were anticipated for 1952. 
The larger firms, where fraud almost inevitably involves the 
complicity of employees and deception of some associates or of 
stockholders, are finding evasion increasingly difficult, and 
the consequences of detection more severe. 

(3) From time to time in the past, the French government 
has made use of the fiscal amnesty. This has involved the gov- 
ernment’s undertaking not to prosecute persons who volun- 
tarily regularized their position by paying their back taxes 
due. Amnesties have on occasion served to bring in considera- 
ble revenue which might otherwise not have been obtained 
and to clear the boards for concentrated action against those 
who have not responded to the opportunity. 
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The Pinay Government in the spring of 1952 obtained enact- 
ment of a fiscal amnesty more generous than ever before. Past 
delinquencies not already being prosecuted would be forgiven, 
with neither back taxes nor fines payable, provided only that 
the ill-gotten gains be invested before July 1, 1952. No ques- 
tions would be asked concerning the source of funds invested 
before that date; thereafter, persons found with funds which 
had not been declared as required for tax purposes would have 
to prove that such funds were entitled nevertheless to benefit 
from the amnesty. This amnesty was coupled with the in- 
auguration of a special loan, and it was hoped that many of 
the funds brought out of concealment would swell the sale of 
bonds. Taxpayers were told that this was their last chance, 
that uninvested funds and new evasions would be tracked down 
and the delinquents punished more severely than ever before. 

The soundness in principle of this effort to “restore confi- 
dence” and to redeem reluctant tax evaders was seriously 
questioned by many at the time, as was the moral rightness of 
forgiving the delinquents without making them pay what they 
owed. The opinion of some experts in retrospect has been that 
the measure was not only perhaps unwise but also badly imple- 
mented; the administrative regulations were said not to have 
anticipated many of the circumstances which would deter 
delinquent taxpayers from taking advantage of the amnesty.** 


THE INFLUENCE OF TAXES ON THE STRUCTURE OF THE ECONOMY 


It has already been suggested that the state of French taxa- 
tion can largely be explained in terms of French history, of the 
state of the French economy and of French society. One can 
also say that the tax system as it stands tends to protect and 
perpetuate the prevailing national economic institutions and 
habits. This would be normal and satisfactory were it not that 
French leaders and many elements of French society have come 
to recognize that France cannot fulfill the role they envision for 
her, as an industrial nation, a participant in world trade, a 
force in world politics, and, most important, as a functioning 
democratic society providing its members with the standard of 
living they expect, unless the old patterns are radically altered. 


33 For a useful description of the legislation, see ‘‘L’amnistie fiscale,”’ L’Econ- 
omie, April 24, 1952. 
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The tax system should contribute to the accelerated evolution 
these objectives require rather than deter it. 

France is notoriously a country of small enterprises.** Many 
of these are not economically viable, and in a truly competitive 
environment would not survive. To some classes of French 
people it is of great importance not to be “proletarianized,”’ 
and they would rather eke out a precarious livelihood in a tiny 
establishment of their own than be employees. Society con- 
spires to make this possible even though the economy would 
undoubtedly gain by the elimination of many of these marginal 
units. The tax system plays its part in this form of protection 
in a number of ways.*® 

An example is the discrimination in favor of artisanal enter- 
prises. An artisan is defined in the law as a producer or sup- 
plier of services whose work is principally manual, involving 
few tools and only the simplest selling facilities, and who is 
aided only by members of his immediate family, one assistant 
and one apprentice of less than 18 years of age. Artisans benefit 
from the 9 per cent reduced rate under the proportional income 
tax, are exempt from the sales tax on producers and suppliers 
of services, and also from the local business tax (patente). The 
result of the discrimination in their favor has been a large 
increase in the number of enterprises calling themselves arti- 
sanal, often representing the fictitious splitting up of larger 
units with a view to obtaining the tax relief. The effect of the 
provisions concerning artisans is to protect and encourage 
inefficient operations on an excessively small scale, and to dis- 
courage small operators from improving their methods unless 
certain that the resultant gain will more than offset the loss of 
their tax advantages. 

Among other examples of discrimination in favor of smallness 
are the various provisions penalizing the larger and more 
efficient enterprises. The turnover tax on transactions, and 
the local tax on transactions which closely resembles it, each 
contain a special, increased rate on retail enterprises which 
also do a substantial wholesale business, and on the branch es- 

34 Some of the consequences of the atomization of commercial enterprises are 
analyzed in a series of articles by A. Guichard entitled ‘‘Les défauts de la distribu- 
tion” in Le Monde, December 10-13, 1952 (with some reader comments, Decem- 


ber 27, 1952). ‘ 
%6 For recent testimony to this effect, see pages cited in 31 above. 
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tablishments of retail enterprises. Another provision of the 
turnover tax lessens the advantages of organized group pur- 
chasing by merchants; it specifies that the transfers of goods 
between the group organizations and their members are taxable 
transactions. The local business tax discriminates against big- 
ness in general, and specifically against chain-stores. The tax 
on producers discriminates against machine production because 
it is payable on producers’ purchases of capital equipment. 
The tax provisions concerning business mergers also entail 
discrimination against bigness.** The subjection of corporate 
-arnings to “double taxation”’ to some degree penalizes firms 
which assume the corporate form. (Double taxation also exists 
in our federal tax system, of course. Our current corporate 
rate is higher than the French rate, but unlike them, we have a 
reduced rate for small corporations. It is, however, impossible 
to ascertain whether the double taxation of distributed earnings 
has actually deterred French firms from incorporating.) 

Certainly the most important element of tax discrimination 
in favor of small enterprises, however, is the continued failure 
of the government to take steps to improve assessment methods 
and reduce fraud except among the larger enterprises. It is 
often pointed out, for instance, that many small and inefficient 
firms are able to keep afloat on the turnover tax receipts which 
they collect from the customers but do not pay over to the 
authorities. This form of fraud, which often constitutes a sub- 
stantial proportion of such firms’ receipts, gives them an arti- 
ficial advantage in their competition with larger establishments 
which cannot evade. 

The classic case of a fiscal favorite is the farmer. Spokesmen 
for the French farmers argue that their situation is unique. 
Farming, they contend, is so rigorous, so hazardous and so un- 
remunerative an occupation that the countryside is rapidly 
being depopulated. On the maintaining of a thriving farm 
population, they say, depends the economic safety, the political 
stability and ultimately the future of the democratic regime in 
France. Hence tariffs, public expenditures, and tax burden 
apportionment all must be directed toward minimizing the 
disadvantages of agriculture. 

Many students of the French economy would reply that 


* Laufenburger, op. cit., pp. 229-230. 
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French farmers have in fact been protected and favored for 
most of the past century, and that this policy has not only 
failed to arrest the “‘flight from the land,”’ but has largely con- 
tributed to the relative backwardness of French agriculture, 
now well behind that of most of its neighbors in productivity.” 
With respect to the recognized poverty of many farmers, they 
would argue that the basic and family exemptions and related 
provisions which protect the low-income elements of other 
groups should be sufficient to protect farmers, especially if (as 
is likely) farm income in kind remains effectively exempt from 
taxation. As for the economic risks of farming, these are 
greatly diminished nowadays by the price support programs. 
Lastly, they would ask why the prosperous farmers—and many 
farmers became wealthy during the Occupation and in the post- 
war period of scarcities—should be allowed to benefit from tax 
relief allegedly required for the sake of the subsistence-level 
farmers. 

Whatever one’s beliefs may be as to the special situation of 
agriculture, it is difficult to avoid the conclusion that tax relief 
of the form and magnitude now granted is not justifiable on 
grounds either of equity or of economics. If farmers are to be 
subsidized to enable them to invest more extensively in modern 
equipment, the subsidy should take the form of loans granted 
for specific purposes, not of tax dispensations which in fact 
reduce rather than add to the incentives to modernize. Once 
the taxation of farmers has reached a level where they are 
bearing their approximate share of the tax burden, it may be 
possible to build into the system incentives to encourage low- 
cost, high-productivity-per-hectare operations. 


LIMITS TO FURTHER TAX INCREASES 


Early in 1952, two Governments (those of MM. Pleven and 
Faure) fell, in considerable part, because they called for tax 
increases. The two subsequent Governments, those of MM. 
Pinay and Mayer, despite growing deficits and Treasury 
difficulties in meeting current obligations, cautiously refrained 
from asking for tax increases of any significance and took care 

7 See, e.g., Uri in “Les problémes économiques et financiers,”’ Joc. cit., pp. 261- 


264. The farm population may still be too large in many regions for optimum 
agricultural productivity. 
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to insist that the tax reforms which they proposed would not 
involve higher taxes. No political leader, as this is written 
(June 1953), seems willing to say that taxes must be raised 
again. This state of affairs raises the question of whether some 
sort of ‘‘ceiling’’ on the proportion of tax receipts to French 
national income has been reached. 

This question has both political and economic aspects. From 
a political point of view, it seems likely that, given the dis- 
tribution of forces in the present parliament, no increases in 
tax rates can be enacted. This is because the caalitions which 
have sustained the Governments of the past two years have 
been largely composed of the representatives of businessmen, 
farmers and professional people who recognize that if revenues 
are to increase, the new funds must somehow be obtained from 
them. These groups insist that the state has involved itself in 
commitments far beyond its appropriate sphere, and that the 
proper way to eliminate the budgetary deficit is by reducing 
expenditures. 

From an economic viewpoint, the really basic question is 
not whether a tax ceiling has been reached but whether the 
role of the state in the national economy (as taxer and as 
spender) has reached a point beyond which it must not be 
allowed to go if the present democratic and capitalistic regime 
is tocontinue. This problem far exceeds the limits of the present 
study, but the following points must be raised in considering it. 

(1) The opponents of tax increases argue that the high level 
of taxes has deterred individual initiative, the assumption of 
risks and business expansion in general. It is undeniable that 
the tax burden on business firms, especially on those unable to 
evade any considerable proportion of their tax obligations, is a 
heavy one.* Yet allegations of disincentive effects must be 
examined with care, since a number of other circumstances 
(e.g., the protectionist, high-cost-low-quantity, collusive-price- 
fixing tradition, and fears of war and of internal strife) seem 
as important as high taxes, if not more so, in explaining entre- 
preneurial lethargy. 

(2) Those who claim that the state, with the nationalization 

38 This is the principal theme of a series of eloquent (if occasionally misleading) 


articles presenting the business viewpoint by M. Jean Constant in Le Monde 
(October 25, November 1, 12, 25, 26, 27, 1952). 
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of key industries, the expansion of social security and the cen- 
tralized planning and financing of basic investment, has as- 
sumed too large a role in French economy, must be asked 
whether there is a feasible alternative. It may be that French 
private enterprise might be counted on to assume the tasks 
now performed by the state or state-controlled organisms,*® 
but the pre-war and wartime economic history of France gives 
some cause for doubt. While there are doubtless still economies 
of operation to be made, it seems unlikely that the State can 
in the near future abandon any of its present functions. 

(3) Refusing to increase taxes can be justified economically 
only if expenditures are in fact reduced. The compression of 
expenditures in the French budget, at least in the short run, 
is no easy matter. While there is in the parliament no majority 
to put over tax increases, there also seems to be no majority 
to obtain expenditure reductions of anything like the magnitude 
required. Therefore the deficit remains, and the tendency to 
inflation, which has been called the unfairest of all tax systems, 
continues. 

The real deterrent to increases in tax yields is not the absence 
of any income or wealth which could reasonably be taxed with- 
out disastrous effects, but the unsatisfactory condition of the 
tax system. When a tax system is inequitable, when it has 
undesirable economic effects, then the higher the rates become 
the more serious are the inequities and the detrimental effects. 
The damage being done by the present tax structure, in in- 
creasing the hostility between social groups, in corroding civic 
spirit and morality, and in penalizing efforts to achieve higher 
productivity in industry and commerce, is already serious. It 
may well become necessary to increase some tax rates again, 
but such increases, if they are not to intensify the damage now 
being done, must be accompanied by minimal basic reforms 
in the assessment and enforcement procedures and by the 
elimination of the worst instances of economically unwarranted 
discriminatory provisions. If such reforms were effectively 

%® The budgetary contributions to the social security system and the nationalized 
industries have been confined to covering the operating deficits which some of 
these incur. The deficits have at times been of significant magnitude, however. 

* References here and elsewhere to the inflationary drift in France are on the 


assumption that the current stagnation is only a temporary phenomenon. See 
R. Bernard, ‘‘Dépression ou inflation?”’ Le Monde, April 28, 1953. 
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formulated and vigorously implemented, it should be possible 
to increase revenues substantially without major increases in 
rates, and some tax relief for those now overtaxed might even 
be possible. 


A NOTE ON REFORM PROPOSALS 


A foreigner contemplating any one of France’s many institu- 
tional problems should beware of assuming that the French do 
not realize that anything is wrong, or that they have no precise 
notion of the dimensions and significant aspects of the problem, 
or finally that they have no ideas as to what might be done 
about it. 

Awareness of the defects of the French tax system is in fact 
widespread in France and there has been no dearth of tax 
reform proposals, by no means all of them motivated merely 
by the selfish interests of their proponents. The lack of im- 
provement in the tax situation is due not to the paucity of 
ideas to choose from but to a distribution of political forces 
which makes constructive action extremely difficult to achieve. 

Tax reform proposals might be divided into three categories. 
First, there are the projects emanating from Governments 
themselves and from committees appointed by Governments. 
Then there are the unofficial proposals for partial reforms of 
relatively limited scope. Lastly, there are the proposals for 
root-and-branch reforms involving changes throughout the 
whole tax system. 

A good example of the first type of reform proposal is the bill 
brought into parliament by the Pinay Government late in 1952, 
mutilated by the Finance Committee of the Chamber of Dep- 
uties and finally withdrawn a few weeks before the fall of the 
Pinay Government. 

The Pinay Government’s bill,*! the first reform project to 
come before the parliament since 1948, was the long promised 
response to repeated demands from virtually all parties, as 
well as labor and business organizations, for new tax reform 
legislation. It was based on a report drawn up by a specially 
named committee of experts.*? As soon as the Government bill 


41 No. 4579, Assemblée nationale, Année 1952, Projet de loi portant réforme 
fiscale (1952). 

42 Ministére des Finances, Service des études économiques et financiéres, Rapport 
général de la Commission de réforme fiscale (the so-called Loriot Report). 
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was published, however, there were outcries from all sides that 
this was no tax reform at all. Indeed, with the exception of the 
project replacing the two sales taxes with a single tax on value 
added, the provisions of the bill involved no changes of real 
significance. The hostility shown to the Pinay Government’s 
bill in the parliament was not due to its inadequacy, but to 
provisions which special interest groups recognized as resulting 
in somewhat higher levies. ** 

The Mayer Government, having obtained the right to pre- 
sent tax reform decrees which would become law if not altered 
or rejected by the parliament within a given time, produced a 
reform project of even more limited scope, of which the principle 
features were the value-added tax and, the conversion of the 
progressive surtax to an eventual pay-as-you-go and partial 
withholding basis. Tax reform by decree under this sort of 
permissive legislation today seems the best hope of achieving 
necessary changes. However, it is by no means clear at this 
writing that the Mayer proposals, action on which has been 
suspended by the prolonged governmental crisis of May and 
June 1953, will ever become law. 

In the second category of reform proposals falls a great 
variety of unofficial projects for partial reform. It would be 
impossible to enumerate them all, but it may perhaps be useful 
to point out an important cleavage between their proponents. 
On the one hand are those who take the attitude already de- 
scribed that voluntary self-assessment can never be made to 
work satisfactorily in France, both because declarations will 
never be honest and because enforcement methods of the rigor 
required will never be popularly acceptable. Therefore they 
favor impersonal, ‘‘scientific’’ assessment based on surveys of 
the earnings of representative economic units. The extended 
use of external signs of wealth for individuals and of such 
indicia for business firms as physical size of establishment, 
number of employees, etc., seems to find favor with a surprising 
number of critics. Some of those taking a pessimistic view 
argue that income taxes simply cannot be made to work well in 
France, so that reform efforts should be concentrated on per- 
fecting the consumption taxes. For the short run, at least, one 


3 See, e.g., ‘‘Les intéréts professionnels en face de la réforme fiscale,” Le Monde. 
November 19 and 20, 1952, 
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can hardly criticize the pessimism on which these proposals are 
based. There are, however, more optimistic students of the 
tax system who feel that the income taxes can and must be 
made both more equitable and more productive. They are 
convinced that estimates systems of assessment will always 
produce inexact and arbitrary appraisals of real income, while 
heavy consumption taxes will always cause the lower-income 
groups to bear more than their fair share of the tax burden. 

One proposal which has aroused considerable interest is that 
of a low-rate, perhaps 1 per cent, tax on net worth. This tax 
might ultimately replace some of the other taxes on capital, 
mostly levied on property transfers. One of its principal ad- 
vantages would be the information which its assessment would 
provide concerning sources of income. 

The root-and-branch reform proposals are distinguished 
from those just described not by being necessarily more vision- 
ary, but by their comprehensiveness. One type of root-and- 
branch reform is the single tax proposal. The notion of a single 
tax on the sources of energy has been the subject of a surprising 
amount of discussion, considering what appear to be its obvious 
weaknesses.** More significant are a number of reform pro- 
grams brought forth by trade-union groups.*® Of these one of 
the more interesting is that of the national union of government 
employees concerned with the administration of direct taxes.“ 

Radical reform proposals such as these are too drastic to 
have any chance of early acceptance. In any case, they do not 
appear to contain real solutions to the crucial problem of obtain- 
ing accurate assessments of the bases on which the major taxes 
are to be levied—behind which lies the problem of a persistently 
low tax morality. 


44See “La taxation de l’énergie,”’ Statistiques et études financiéres, November 
1952, pp. 950-971, a critical report on this proposal. 

45 Two of the older of these programs (those of the CGT and CGC) are de- 
scribed by Professor Maxime Chrétien in the third of three articles on “Le prob- 
léme de la réforme de la fiscalité frangaise,” in Public Finance, 1951, no. 2, pp. 145- 
180. Professor Chrétien also describes his own tax reform proposals in this article. 
The first of this series of articles (1949, no. 2, pp. 124-150) is a critique of French 
taxation on the eve of the 1948 reform. The second (1951, no. 1, pp. 19-38) is an 
appraisal of the merits and shortcomings of the 1948 reform. Professor Chrétien 
is also the editor of a book giving a detailed analysis of the 1948 reform: Réforme 
fiscale (1949). 

4 Commission d’études économiques, financiéres, fiscales et administratives du 
Syndicat national des cadres des contributions directes et du cadastre (F.O.), La 
réforme fiscale (1951). This booklet has the special merit of containing summaries 
of most of the other comprehensive reform proposals now under public discussion. 
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CONGRESS AND THE FAIR DEAL: A 
LEGISLATIVE BALANCE SHEET 


Richard E. Neustadt 


O* September 6, 1945, three weeks after V-J Day, Harry S. 
Truman sent to Congress a twenty-one point program of 
domestic legislation—his first comprehensive venture in home 
affairs since Franklin Roosevelt’s death five months before. 
This marked the beginning of a long series of Presidential pro- 
posals for Congressional action in the fields of economic develop- 
ment and social welfare; proposals which streamed out of the 
White House for nearly seven years, from the first session of 
the 79th Congress through the second session of the 82nd; a 
legislative program which became each year more comprehen- 
sive, more organized, more definite, receiving after 1948, the 
distinction of a label: The Fair Deal. 

Looking back upon this enterprise, this Fair Deal program 
and its fortunes in those years, no less an observer than Elmer 
Davis has ventured the following verdict : 


“All in all, in domestic affairs, Mr. Truman was an unsuccessful 
President. [He] presented . . . a liberal program which was coher- 
ent and logical as the New Deal had never been. Congress, not 
being liberal, refused to take it; yet every year he persisted in 
offering it all to them again and they still wouldn’t take it... . 
Truman kept asking for all of it and getting none of it.’”! 


This retrospective vision of the President who never changed 
his pace and of the Congress never altering in opposition is no 
doubt widely shared these days. No doubt, there is an element 
of reality behind it. Certainly, President Truman held out for 
more than he could reasonably hope to gain; certainly his four 
Congresses persisted in frustrating many of his aims. 

Yet in its bold relief and simple black and white, this vision 
of the Truman record misses much light and shadow in a very 
complex situation. And by virtue of its very sharpness and 
simplicity, it becomes a stumbling block to understanding and 
appraisal. Students of post-war politics and of the Presidency, 


1 Elmer Davis, “Harry S. Truman and the Verdict of History,” The Reporter, 
February 3, 1953. 
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and Congress, have need to start their march through Truman’s 
years with a more elaborate guide to the terrain than this quick 
characterization can supply. 

It is much too soon, of course, for the definitive appraisal of 
the Fair Deal legislative program, its fundamental emphasis 
and purposes, its ultimate success or failure. But it is not 
too soon to go behind neat generalizations and draw a balance 
on the record as it stood when Truman left the White House. 
What was attempted, what accomplished, what lost? And 
more important still, what seem now, at this reading, to have 
been the underlying motivations, the determinative circum- 
stances? These are the questions to which this essay is ad- 
dressed. 


A GENERAL NOTE ON CONGRESS—1945 To 1952 


Before turning to the Fair Deal, as such, something need be 
said by way of background about the work load and the com- 
position of the four Congresses which Truman faced as Presi- 
dent. 

These were the Congresses of post-war reconstruction and 
cold war and Korea. For seven successive years their sessions 
tackled and put through an extraordinary series of Administra- 
tion measures in the fields of international cooperation, collec- 
tive security and national defense; a series which for scope and 
scale and continuity has no precedent in our history. 

On no previous occasion has American foreign policy re- 
quired—much less received—comparable Congressional par- 
ticipation for such a span of time. Rarely before, save at the 
onset of our greatest wars, has the Congress broken so much 
new and unfamiliar ground; rarely, if ever, has momentum been 
so long sustained. 

One thinks of Franklin Roosevelt’s first four years, and the 
legislative break-through into broad new areas of Federal action 
here at home. We look back on that as a revolution—a stunning 
departure from the traditional limitations of pre-depression 
years. So, too, were these post-war programs revolutionary— 
shattering all manner of shibboleths and precedents, in the 
international sphere untouchable right up to World War II. 
And what stands out historically is a record of immense ac- 
complishment, in legislative terms, both for the Administration 
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that framed the measures and for the Congresses that put 
them through. 

The record becomes still more impressive when one recalls 
that President Truman never did command a ‘‘safe”’ working 
majority of the rank and file in either House of Congress. His 
“honeymoon” did not outlast the war. There was no bloc of 
“Truman men,” sufficient for his purposes, on which he could 
rely to follow through, without cavil, whatever leads he gave. 
Rather, the thing was done through that extraordinary phenom- 
enon, post-war “bipartisanship,” a carefully conceived and 
executed coalition launched by Roosevelt, husbanded by 
Truman, actively furthered by effective leadership in the Con- 
gressional power centers of both parties. 

This enterprise was in its way as distinctive an achievement, 
for both President and Congress, as the roster of enactments 
which it helped to frame and legislate. Of course, the idy]l of 
bipartisanship did not last forever. But even in 1952, the 
“‘internationalist” alignment, though reduced in strength by 
mass Republican defections—and some Democratic backslid- 
ing as well—remained a strong bi-factional, if not bipartisan 
reality, producing—in support of foreign policy—majorities, 
however bare, which could not have been mustered for a 
moment behind most Fair Deal domestic programs. 

This raises a crucial point: the internationalist coalition, 
which supported Truman’s foreign policy, existed, cheek by 
jowl, with a “‘conservative”’ coalition, which opposed Adminis- 
tration policies at home. What’s more, the two most vital 
elements in the conservative alignment, were also chief par- 
ticipants in the internationalist bloc—the ‘“‘moderates’’ of 
both parties; the Vandenberg Midwest Republicans and the 
Russell Southern Democrats. 

These were the swing groups, joining the ‘‘Fair Dealers” to 
beat off the ‘‘extremists’’ of both parties in their raids on foreign 
programs; joining the extremists in opposition to most of the 
Fair Dealers’ pet proposals at home. Internationalism com- 
bined with conservatism was the formula which kept two 
coalitions going, side by side, through issue after issue, Con- 
gress after Congress. 

A great deal happened after 1949, to sap the strength of the 
internationalist coalition. On the personality side, of course, 
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came Vandenberg’s illness and death, Connally’s advancing 
age, Acheson’s unpopularity. Deeper down were the accumu- 
lating frustrations of twenty Democratic years, capped with 
“Communism, Corruption, Korea’’—and China; mercilessly 
exploited by Congressional Republicans made desperate after 
1948 and cured, thereby, of any faith in ‘‘high level’’ politics, 
or the ‘‘me-too” approach. In addition, after 1950, after Korea, 
came a development which threatened the whole basis of 
compatibility between internationalism and conservatism: the 
full cost of our commitments in the world—in dollars and in 
human terms as well—took on a new and frightening dimen- 
sion. Conservatism and internationalism began to come un- 
stuck, to war with one another. And if the Democratic “‘mod- 
erates’’—taken as a whole—did not react as sharply or as soon 
as the Republicans who buried Vandenberg, this may be taken, 
partly, as a tribute to party loyalties and hopes for 1952. 

Taking Truman’s four Congresses together, in all these terms 
of work load and alignment, three further observations are in 
order. First, had no more been attempted or accomplished, by 
way of major, controversial, forward measures, than the great 
landmarks in the international and mobilization fields alone, 
we would still have to grant, in retrospect, that these were 
busy and productive years of legislation for the Congress— 
outstanding years, by pre-war standards. 

Moreover, whatever else might have been tried, on the 
domestic front, there was no time, from 1945 to 1952, when 
Truman’s Administration—-given its foreign policy and the 
international situation from year to year—could afford to 
trade a major objective in the foreign field for some advantage 
in the domestic. Consistently, it was, and had to be, the other 
way around. 

Finally, considering the integral relationships between the 
“‘internationalist”’ coalition which supported Truman and the 
conservative coalition which opposed him, every major ven- 
ture in home affairs was bound to complicate the progress, 
endanger the timetable of those all-important measures in his 
foreign policy. From his first days in office, when he reaffirmed 
Roosevelt’s arrangements for Republican participation in the 
San Francisco Conference, Truman acknowledged his depend- 
ence, in the foreign field, on elements of the anti-New Deal 
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coalition—an enterprise which, always potent after 1937, had 
spent the wartime ‘‘truce’”’ maturing its relations, building its 
lines and thwarting FDR on secondary issues. 

Why, then, did Truman press a host of “hot” Fair Deal 
domestic issues, sure to arouse the wrath of this entrenched 
conservative alignment? To this question there is no single, 
easy answer, but rather a whole series, arising out of motiva- 
tions and responses which varied with circumstance, over the 
years. To get at these we need now turn to straight, historical 
review, beginning with the first Truman “‘inventory”’ of legisla- 


tive needs in home affairs—the twenty-one point program of 
1945. 


TO REAFFIRM THE ROOSEVELT PURPOSE: 1945-46 


The original ‘twenty-one point” program went to Congress 
by special message on September 6, 1945. Then, within a ten- 
week span, the President sent Congress six more special mes- 
sages, each adding a major new proposal to the September list. 
In January 1946, Truman again presented a ‘‘twenty-one point”’ 
program, in a radio appeal to the country, reiterated three 
weeks later in his annual message to the Congress. This second 
listing was somewhat different from the first. Most of Septem- 
ber’s minor points had been removed from the enumeration 
to make room, among the twenty-one, for measures recom- 
mended in October and November. And in the annual message 
there was discussion of additional proposals—over and above 
the list of twenty-one—which had not previously been men- 
tioned at all.? 

In summarizing the domestic program which Truman set 
forth after V—-J Day, it makes no sense at all to attach signif- 
icance to order or to timing of particular proposals in this con- 
fusing sequence. Obviously some things were ready, came to 
mind, or got approval earlier than others. Obviously, also, 
these were the days of scatter-shot approach, when everything 
was put on record fast, in a sort of laundry-listing of post-war 
requirements with little indication of priority or emphasis. 


2 The dates of these messages are as follows: October 3, 1945 (St. Lawrence 
Seaway and atomic energy) ; October 23 (universal training); November 19 (health 
insurance); December 3 (fact finding machinery for labor disputes); December 19 
(unification of the armed forces); January 3, 1946 (fireside chat); January 21 
(combined State of the Union and Budget Message). 
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What counts, here, is that between September 1945 and 
January 1946, Truman staked out for himself and his Adminis- 
tration, a sweeping legislative program in the fields of social 
welfare and economic development, embracing, in essential 
outline if not in all details, the whole range of measures we 
now identify with the Fair Deal. 

Nearly everything was there, though later formulations were 
to alter some specifics. Among September’s numbered “‘points”’ 
were full employment legislation, expanded unemployment 
compensation, the permanent FEPC, an increased minimum 
wage, comprehensive housing legislation, a National Science 
Foundation, grants for hospital construction, permanent farm 
price supports, and—less specifically—protection and assist- 
ance for small business and expanded public works for resource 
conservation and development. 

To these, the “points’’ of January’s message added a com- 
prehensive health program—including health insurance—na- 
tionalization of atomic energy and development of the St. 
Lawrence project. In addition, the message stressed, though 
it did not number, a ‘“‘thorough-going reconsideration of our 
social security laws”’; financial aid ‘‘to assist the states in assur- 
ing more nearly equal opportunities for . . . education’’; an 
emergency veterans housing program ‘‘now under preparation” ; 
and various kind words for statehood or self-government in 
the territories and insular possessions and the District of Colum- 
bia. Finally, of course, there were appropriate exhortations 
about extending price and rent controls.* 

This was the program Truman threw at Congress, the 
moment the war was won. Roosevelt had supplanted “Dr. New 
Deal” with “Dr. Win-the-War.”” Why then did Truman hurry 
so to call the old physician in again? 

Look back two years, to January 1944, and part of the 
answer becomes plain. Remember Roosevelt’s ‘Economic 
Bill of Rights,” with which he opened that election year, the 

* This list represents only a selection of the items mentioned in the several 
messages. These are conceived to be the issues which, one way or another, be- 
came identified with Truman as ‘“‘Fair Dealer.’ It is, therefore, on these that we 
seek to draw a ‘‘balance sheet.’’ As for other measures proposed by the President, 
such as Federal aid to highways and airports, unification of the armed forces, et al., 
these were certainly part of Truman’s program, but scarcely part of the “Fair 


Deal” at least as the term was generally understood by politicians, press and 
public. 
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year of hoped-for victory in Europe and feared post-war de- 
pression here at home: 


“The right to a useful and remunerative job. . . . 


“The right toearn enough. . . . 
“The right of every farmerto . . . adecent living. 
“The right of every businessman . . . to trade in . . . freedom 


from unfair competition. .. . 

“The right of every family to a decent home. 

“The right to adequate medical care. . . 

“The right to adequate protection from . . . fears of old age, 
sickness, accident and unemployment. 

“The right to a good education. 

“All these rights spell security. And after the war is won, we 
must be prepared to move forward in the implementation of these 
1, 


Truman was thus reasserting Roosevelt’s stated purpose; 
not in so many words, not necessarily in Roosevelt’s way, or 
with his means, or his specifics—or his men—but consciously 
and definitely this was for Truman an affirmation of fidelity 
to the cause and the direction of liberal Democracy; rekindling 
the social outlook of the New Deal, if not, precisely, of the 
New Dealers. 

The legislative program of 1945 was a reminder to the Dem- 
ocratic party, to the Congress, to the country, that there was 
continuity between the new national leadership and the old— 
and not merely in war policy, but in peace policy as well; not 
only overseas, but here at home. 

Beyond this, the new President had a very personal stake in 
his September message: reaffirmation of his own philosophy, 
his own commitments, his own social outlook; denial of the 
complacent understandings, the comfortable assertions that 
now, with ‘That Man” gone, the White House would be “‘rea- 
sonable,” “‘sound”’ and “‘safe.”” Harry Truman wanted, as he 
used to say, to separate the ‘‘men” from the ‘‘boys” among his 
summertime supporters. V-J Day brought him his first real 
chance to think or act in terms of home affairs, and he lost no 
time in straightening out the record on who he was and what 
he stood for. 

Some of the New Dealers may not have been convinced; 
* State of the Union Message, January 11, 1944. 
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conservatives, however, were quick to understand that here, 
at least on paper, was a mortal challenge. Editors glowered; 
so did Congressmen. And one of the President’s “‘soundest’”’ 
advisors, who ornamented the Administration in that capacity 
from first to last, fought to the point of threatened resignation 
against sending that “‘socialistic’’ message to the Congress.°® 

Here, then, is explanation for the character and over-all 
direction of Truman’s program. But what of its specific scope 
and range? Granting all this, why was so much territory cov- 
ered all at once; why so many points; why, in fields like health 
and housing, go “‘all out”’ in a single bite? 

Most commentators have seen these things simply as errors 
in tactics and judgment, charging them off to personal idiosyn- 
crasy, or inexperience. Other Presidents, it is said, would never 
have concocted so diverse a program, or asked, indiscriminately, 
for everything at once. But something more was operating 
here than just the human factor, however significant that may 
have been. We have no means of knowing what Roosevelt 
would have done, after the war. But we do know that he had 
made the ‘‘Economic Bill of Rights’’ an issue in the 1944 cam- 
paign—with Truman as his running mate. And in one of his 
last major campaign addresses, Roosevelt came out strongly, 
if in general terms, for most of the controversial measures 
Truman, a year later, urged on Congress.’ 

We also know that in the post-war period, a Democratic 
President was bound to face a fundamentally different situa- 
tion, a different set of popular alignments and demands than 
Roosevelt dealt with in the thirties. Then, the New Deal 
pioneered, releasing a flood of ideas and impulses for reform 
that had been dammed up since Wilson’s time. And every 

5 This is indicative of a sharp cleavage of opinion in the circle of advisers imme- 
diately around the President, involving much argumentation against the proposed 


post V-J Day program. 
6 See note 5. Also, the following quotation is illustrative: ‘Franklin Roosevelt 


knew how to drive for one thing at a time. . . . He would pave the way for a 
statute . . . when a proposal reached Congress the answers were ready . . . and 
publicity had already been set to work. . . .”” Binkley, W. E. President & Con- 


gress (1947), p. 278. 

7 Address at Soldiers’ Field, Chicago, Illinois, October 28, 1944. 

Speaking at a ‘“Truman-Barkley Dinner” in Washington, January 18, 1949, 
President Truman remarked “. . . I had not much cooperation after September 
the sixth, 1945, for the simple reason that at that time I enunciated the principles 
of the Democratic platform of 1944, which I had helped to write and on which I 
had been elected with the President of the United States.” 
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effort in those years, each new program, every experiment, set 
into motion a widening circle of needs and expectations for 
governmental action—and of organized interest groups to 
defend the gains and voice the new requirements. 

The first Roosevelt Administration broke into virgin terri- 
tory; the Truman Administration had to deal with the demand 
for its consolidation and development. Clearly, Roosevelt was 
aware of this in 1944. Clearly, Truman’s sweeping program in 
1945 was conceived as a response. And not alone in 1945; from 
first to last, the Fair Deal legislative program sought to express 
the vastly heightened expectations of those groups of Americans 
on which the liberal cause depended for support. 

For all these reasons, then, the 79th Congress found itself 
encumbered with a great, diverse collection of proposals from 
the President. And what did Congress do? Not very much. 
This was the Congress elected with the Roosevelt-Truman 
ticket in 1944. But even before Roosevelt’s death, it had shown 
little disposition to follow the White House lead in home af- 
fairs. At the very start of the first session, the conservative 
coalition got the bit between its teeth and almost overturned 
Henry Wallace’s appointment as Secretary of Commerce. 
From then on, the coalition remained a power to be reckoned 
with, its temper not improved by Truman’s exhortations, its 
influence culminating, finally, in emasculation of the price 
control extender, during the summer of 1946: 

From the confusions, irritations and forebodings of defeat, 
which marked the whole course of its second session, the 79th 
Congress did produce a number of the major measures Truman 
had proposed—most notably the Employment Act, the Atomic 
Energy Act, the Hospital Construction Act and the Veterans 
Emergency Housing Act. The Congress was not ungenerous in 
authorizing and appropriating funds for reclamation, flood con- 
trol, power and soil conservation; these also raised some land- 
marks on the Fair Deal road. But for the rest, at least in terms 
of final action, Congress stood still, or even ‘‘backslid” here 
and there—as with the Russell Amendment eliminating the 
wartime FEPC. 

Perhaps, if experience over the months had not dispelled the 
spectre of post-war unemployment, much more might have 
been done with Truman's program of September, 1945. But 
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as it was, this turned out to be the least of worries for most 
Congressmen and their constituents back home. Not job 
shortages, but strikes, not pay envelopes but price regulations 
bothered both. The country, like the Congress, far from ral- 
lying to Presidential visions of a better future, reacted nega- 
tively against the irritations of the present, and punished 
Truman’s party with its worst Congressional defeat in eighteen 
years. 


TO PILLORY THE OPPOSITION: 1947-48 


To gauge the impact of the 1946 election on the attitude and 
outlook of the Truman Administration, one merely has to 
contrast the President’s address to the incoming 80th Congress, 
with his wide-ranging message and radio appeal of the preced- 
ing year.® 

The change in tone was very marked. In the annual mes- 
sages of 1947 domestic affairs were relatively played down; 
domestic recommendations limited to a few specifics and some 
gently-phrased, general remarks. In his State of the Union 
Message, Truman gave more emphasis to budget balancing 
(e.g., no tax relief) than to any “welfare’’ measure, save the 
comprehensive housing program—which had Senator Taft 
among its sponsors. He also did “‘urge’’ action on the balance 
of his 1945 health program, but not under the heading of 
“major policies requiring the attention of the Congress.’’® And 
while brief mention was made of social security, minimum 
wages and resource development, it is clear from the context 
that these, too, were relegated to some secondary category.” 

This was the comparatively mild and qualified domestic 
program which the President presented to a supremely con- 
fident opposition Congress, where he was generally regarded— 
on both sides of the aisle—as an historical curiosity, a holdover, 
a mere chair warmer by accident of constitution, for two more 

8 The 1947 State of the Union Message was delivered January 9, followed, two 
days later, by the first Economic Report under the new Employment Act. 

® The five items under this heading, in addition to the budget and housing, in- 
cluded generalizations about farm welfare and competitive enterprise along with 
specific proposals for a study of labor-management relations and for limited 
changes in the Wagner Act. 

10 The Economic Report lumped these and other matters into a “long-range” 
program. Its ‘“‘short- range’ ’ recommendations included only one new item besides 


the five ‘‘major policies” in the earlier message: namely, cost-of-living increases for 
social security beneficiaries. 
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years. The view was widely shared. Inside the Administration, 
many, perhaps most, of Truman’s advisers were persuaded, 
if not that all was over, at least that the post-war reaffirmation 
of the liberal cause had been a crashing failure at the polls— 
out of fashion with the public, out of date for officeholders. 

The counsels of caution and conservatism within the Presi- 
dent’s own entourage, muffled somewhat since the fall of 1945, 
were now heard everywhere, voiced by almost everybody. 
Whatever Truman’s own views may have been, the course of 
his Administration through much of 1947 seemed to display 
real hesitancy, real indecisiveness about further assertion of the 
cause he had so vigorously espoused a year before. 

It is true that as the spring wore on, the White House sent 
up certain special messages along reminiscent lines. In May, 
another health message repeated the proposals of 1945—but 
the tone was mild and the issue, then, by no means so inflam- 
mable as it was to become in later years." In June, the Presi- 
dent vigorously protested inadequacies in the rent control ex- 
tender and called again for a comprehensive housing program— 
but this included specific indorsement for Senator Taft’s own 
bill.?? 

Lump these reminders in with the rest, and Truman’s domes- 
tic program in the spring of 1947 still remains a very concilia- 
tory version of what had gone before. Under the initial impact 
of defeat, the Administration, clearly, had fallen way back to 
regroup. And with the Truman Doctrine to be implemented 
that same spring, by that same opposition Congress, it is no 
wonder there was hesitation and divided counsel about where 
to take a stand and when, if ever, to resume the forward march. 

Yet, scarcely a year later, Harry Truman was back at the old 
stand, once again, raising old banners, rubbing salt in old 
wounds, firing broadsides at Congress more aggressively than 
ever. What happened here? Wherefore the change from the 
conciliatory tone of 1947 to the uncompromising challenge of 
1948? Obviously, somewhere along the line, the President be- 
came convinced that his initial impulse had been correct, that 
he was right in 1945—that the New Deal tradition, brought up 
to date, remained good policy—and good politics—despite the 


11 The date of the message was May 19, 1947. 
12 Message on signing the Housing and Rent Act, June 30, 1947. 
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set back of 1946. In this decision, Truman’s temperament, his 
social outlook, all sorts of subjective factors, no doubt played a 
part. But also, in the course of 1947 there appeared some per- 
fectly objective indications that a renewed offensive would be 
not merely ‘‘natural’’ but rational. 

Twice, in the early summer of 1947, Truman vetoed tax 
reductions voted by the Congress.'* Both times he charged 
that the reductions were inequitable and ill-timed; that they 
relieved only upper income groups, and would add new burdens 
of inflation for the rest to bear. Both times there was some 
stirring of approval and response around the country—both 
times his veto was sustained. 

In point of fact, these vetoes were no new departure. They 
had been foreshadowed from the first by warnings in the annual 
messages. But the actuality of veto, and the words in which 
expressed, did convey a fresh impression: the vision of a sturdy 
President—-courageous even in the face of lower taxes—defend- 
ing the ‘‘national’’ interest and the “‘poor,’’ against a heartless 
(Republican) Congress mindful only of the “‘rich.”” This was a 
new note—and it did not go badly. 

Four days after his first tax veto, Truman vetoed the Taft- 
Hartley Act. To the general public, the measure was chiefly 
notable, then and since, because it did something about work 
stoppages in “national emergency” disputes—an issue the 
President himself had recognized in prior messages to Con- 
gress.'° But to the spokesmen for organized labor the act was 
shot full of unwarrantable interferences with basic union rights 
which had been guaranteed, by law, for half a generation. 

And when Truman struck out against these interferences— 
in the strongest ianguage he had yet addressed to the 80th Con- 
gress—he evoked a warm response from a part of the public 
whose apathy, in 1946, had prominently helped defeat his party 
and his post-war cause. The quick Congressional override of 
Truman’s veto merely heightened this response from those who 
felt themselves despoiled—and further dramatized, for them, 
the vision of the Presidential ‘‘tribune’’ standing up against the 
onslaughts of a rapacious (Republican) Congress. 





13 H.R. 1, vetoed June 16, 1947; H.R. 3950, vetoed July 18, 1947. 
14 H.R. 3020, vetoed June 20, 1947. 
15 See notes 2 and 9. 
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Here, in the summer of 1947, were some straws in the wind. 
Their meaning was confirmed for the Administration, even en- 
larged upon, at the special session in the fall. 

When Truman called the Congress back to Washington, the 
principal emergency was international—with the economies of 
Western Europe verging on collapse. But in his address to the 
special session, Truman asked not only for interim aid abroad— 
pending completion of the European Recovery Program—but 
also for a ten-point program against inflation, billed as an equal 
emergency at home. And the tenth point of this domestic plan 
was nothing less than selective restoration of price and wage 
controls. ® 

This was the first occasion when Truman made an all-out 
public effort to revive and dramatize an issue which had failed 
him in 1946, capitalizing on a measure which—as everybody 
knew—was still anathema to the majority in Congress. This 
was the first occasion, too, since the election of 1946, when the 
President presumed to give so controversial a domestic issue 
equal billing with an essential aspect of his foreign policy. 

The program for the 1947 special session was, no doubt, a 
trial run, inasense. Had the result been very bad, the President 
might perhaps have stayed his hand in 1948. In the event, 
however, the majority in Congress found it expedient to enact 
something called an ‘‘anti-inflation”’ bill, a most limited measure 
but indicating that times—and prices—had changed since 
1946.” Moreover, despite the patent irritations which the 
price issue aroused, interim aid for Europe went through Con- 
gress without a hitch, and just before adjournment, the Euro- 
pean Recovery Program was sent up and well received.* 

By January, 1948, the President had obviously read the 
signs and portents of the half year before, and put out of mind 
the memory of defeat in 1946, with all the cautious counsels it 
provoked. Truman’s address to the new session was confident 
and sharp, evoking all the liberal issues half suppressed a year 
before. His presentation was much more coherent than it had 
been in 1945 or 1946, the language tighter, the focus sharper, 
the follow-up firmer. But nothing was omitted from the original 

6 The date of this message was “gl 17, 1947. 


” The Taft-Wolcott bill, S. J. Res. 1 
8 The program was submitted Souke 19, 1947. 
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post-war program and in a number of respects Truman went 
beyond any earlier commitments.” 

This was the message which set forth goals for the decade 
ahead. This was the message which proposed a new, “anti- 
inflationary” tax program: credits for low income groups to 
offset the cost of living, with revenues to be recouped by in- 
creased levies on corporate profits. 

The ‘‘tribune’”’ of six months before, who had risen to protect 
the people against the acts of Congress, now sought their 
protection in demands on Congress for actions it could not, 
or would not, take. If the record of Congress could be turned 
against the opposition, then the President would make that 
record, not on performance, but on non-performance, not on the 
opposition’s issues but on his issues—those liberal measures 
which, perhaps, had not gone out of fashion after all. 

And as Truman began, so he continued through the spring, 
with ‘‘a message a week,’’ to keep Congress off balance and the 
spotlight on.” In this series there was but one great new for- 
mulation—the civil rights message of February, 1948. The 
legisiative program it set forth incorporated most of the pro- 
posals of the President’s Committee on Civil Rights, which had 
reported in December 1947.7! The resulting explosion is still 
echoing in Congress and the Democratic Party. 

Of all Truman’s proposals through eight years in office, these 
were, perhaps, the most controversial. That they loosed a last- 
ing political storm, everyone knows; that they had special 

1 The State of the Union message was delivered January 7, 1948; the Economic 
Report, January 14, 1948. 

20 The more significant special messages were as follows: February 2 (civil 
rights); February 23 (rent control and housing); March 1 (reciprocal trade re- 
newal); March 17 (European recovery and national defense); April 30 (offshore oil 
veto); May 14 (farm program); May 24 (social security); May 26 (aid to educa- 
tion). 

Note that the cumulative impact of these messages—indeed of the whole 
Truman offensive—would have been very considerably diluted had not the House 
leadership frustrated Senator Taft’s own program for Congressional achievement, 
as expressed in Senate passage of his aid to education and comprehensive housing 
bills. The last of these was in the form of a letter to the Speaker of the House. 

21 The Committee was created December 5, 1946, by Executive order 9808. 
The main recommend: ations adopted by the President included a permanent com- 
mission on civil rights, a “compulsory” FEPC, anti-lynching and poll tax laws, 
strengthening of civil rights statutes and of government enforcement machinery. 
Also included in the Presidential program were certain earlier Administration 
proposals of a somewhat different nature: statehood for Hawaii and Alaska, self 


government for Puerto Rico, Guam and Samoa, and home rule for the District of 
Columbia. 
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political significance in early 1948—appearing just as Henry 
Wallace made his break to the Progressive Party—is certainly 
no secret. But there was much more than politics in this. The 
Civil Rights Committee had originally been established out of 
genuine concern lest there be repeated in the post-war years, 
the rioting and retrogression which followed World War I. 
Congressional indifference had been made manifest in 1946— 
hence the turn to prominent outsiders. Once having set these 
people to their task, on problems so potentially explosive, it is 
hardly credible that Truman could have ignored their report, 
no matter what the politics of his own situation. 

Nothing else, half so dramatic, was unveiled by the President 
in 1948. But all the older measures were furbished up and 
trotted out anew. And as the months wore on, Truman’s tone 
to Congress grew steadily more vigorous. He began by lambast- 
ing in January, and ended by lampooning in July. 

His last address to the 80th Congress was the nearest thing 
to an outright campaign speech that he—or probably any other 
President—ever made before the assembled Houses.”? Opening 
the post-convention special session, he first demanded action 
to stop inflation and start more houses—the ostensible pur- 
poses for which Congress had been recalled. He then proceeded 
to list nine other measures which he thought the Congress 
might be able to enact without delaying the two primary items. 
Finally he listed every other major proposal advanced since 
1945, commenting: “. . . If this Congress finds time to act 
on any of them now, the country will greatly benefit. Certainly, 
the next Congress should take them up immediately.’’® 

Of course, that hapless special session accomplished precisely 
nothing, in any of these categories. And Truman proceeded to 
pillory the 80th Congress at every whistle stop across the coun- 

22 The “Turnip Day” address, July 27, 1948, delivered two weeks after Tru- 
man’s nomination by the Democratic Convention. 

23 In the secondary category Truman mentioned, among others, aid to education 
(S. 472 had passed the Senate April 1), minimum wage increases, increased social 
security benefits, appropriations for the TVA steam plant, and civil rights meas- 
“a his final category Truman specified ‘‘. . . a comprehensive health program, 
based on health insurance; a fair and sound managem« 't-labor relations law in 
place of the Taft-Hartley Act . . . which should be repealed; a real long range 


farm program; ... a science foundation; strengthened anti-trust laws, and 
approval of the St. Lawrence Waterway.” 
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try, working his way to victory in the Presidential election of 
1948. 


TOWARD A LIBERAL MAJORITY: 1949-50 


The legislative program Harry Truman presented in 1949, 
to the new Congress which had shared his victory, reflected all 
the Fair Deal commitments of the 1948 campaign. ‘Certainly, 
the next Congress should take them up immediately,” he had 
proclaimed to the Republicans in July. And he could do no 
less in January than spread them out—all of them—before 
his brand-new Democratic majorities. ”* 

All interest groups and sponsoring politicians understood 
the ‘‘law of honeymoon”; none was prepared to stand aside, 
leaving a pet proposal for some later, less naturally advanta- 
geous date. All civil rights groups, and most politicians North 
and South, knew very well that only the extra leverage of an 
early log jam would suffice, in time, to shut off debate. All trade 
union spokesmen were agreed that there could be no com- 
promise on Taft-Hartley ‘‘repeal’’ and no delay on any part 
of it. And so it went, group after group, issue after issue. 

Both President and Congress were thus prisoners, in a sense, 
of the election and the way it had been won.** It was one thing 
to throw a host of highly controversial measures at an opposi- 
tion Congress which could—and did—reject most of them out 
of hand. It was quite another thing to throw the same load on a 
relatively receptive Congress, prepared to make a try at action 
on them all. Action is much harder than inaction; action on 
this scale, of this variety, an almost intolerable burden on the 
complex machinery of the legislative process—and on a Presi- 
dent’s capacity to focus attention, to rally support. 

Despite this handicap, the 81st Congress, be it said, turned 
out more New Deal-Fair Deal measures than any of its pred- 
ecessors after 1938, or its successors either; becoming, on its 
record, the most liberal Congress in the last fifteen years. 

This was the Congress that enacted the comprehensive hous- 


24 The State of the Union Message was dated January 4, 1949; the Economic 
Report, January 7, 1949. Between them they called for all the specifics urged on 
the 80th Congress and a few more besides, most notably CVA. This last was 
spelled out in a special message, April 13, 1949, one of the two Fair Deal items so 
distinguished that year. (The other was the health program, once again the sub- 
ject of a special message on April 22, 1949.) 

26 This is not unusual. It happened again in 1953. 
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ing program, providing generously for slum clearance, urban 
redevelopment and public housing; the Congress that put 
through the major revision of social security, doubling insurance 
and assistance benefits and greatly—though not universally— 
extending coverage. This was the Congress that reformed the 
Displaced Persons Act, increased the minimum wage, doubled 
the hospital construction program, authorized the National 
Science Foundation and the rural telephone program, sus- 
pended the “‘sliding scale’’ on price supports, extended the soil 
conservation program, provided new grants for planning state 
and local public works and plugged the long-standing merger 
loophole in the Clayton Act. And it was principally this Con- 
gress that financed Truman’s last expansions of flood control, 
rural electrification, reclamation, public power and transmis- 
sion lines. 

But this record of domestic accomplishment was obscured for 
commentators, public and Administration by a series of failures 
on the most dramatic and most dramatized of 1948’s great ex- 
pectations. In the first session of the 81st Congress—the last 
full session before Korea—aid to education, health insurance, 
FEPC and Taft-Hartley repeal were taken up, debated, fought 
over and either stalled or killed outright somewhere along the 
line. 

General aid to education—that is, maintenance and opera- 
tion funds for state school systems—had won Senate approval 
in 1948, in a form that represented careful compromise among 
religious interests and between the richer and the poorer states. 
Reintroduced in 1949, the same measure speedily received 
Senate approval once again.** But as the year wore on, these 
compromises started to unravel; various groups and individuals 
took second looks, had second thoughts. The whole basis of 
agreement fell apart before the Senate bill had cleared the 
House Committee. There the bill remained, unreported at the 
session’s end, eight months after Senate passage. There the 
second session found it—and left it. 

The story on health is similar in some respects. The interest 
groups supporting Truman’s health program and its Congres- 
sional sponsors did not seriously hope for early victory on com- 
pulsory health insurance. But they—and the Administration— 


* This was S. 472 of the 80th Congress; S. 246 of the 81st. 
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saw this issue as a stick with which to beat the Congress into 
passing other major aspects of the program—increased hospital 
construction and research, aid to medical education and grants 
to local public health units; all obvious and necessary prelimi- 
naries to effective operation of any general insurance scheme. 
In the Senate, all four of these secondary measures were ap- 
proved by early fall of 1949. Hospital construction and re- 
search grants—both expansions of existing programs—also 
fared well in the House. But the medical education and local 
health bills never got to the House floor.”” They were smothered 
to death in committee by a resurgent opposition—medical and 
other—which seized the stick of health insurance and used it to 
inflict increasing punishment, not only on these bills, their 
sponsors and supporters, but on the whole Administration 
and the Democratic Party. 

In the case of civil rights, Truman’s program was not merely 
stalled but buried during 1949. At the session’s start, the in- 
terest groups—supported by the leadership in Congress and 
Administration—would stand for nothing but a test on the 
most controversial measure of them all: compulsory FEPC. 
The measure’s proponents were perfectly aware they could 
not gain compulsion from the House, nor cloture from the 
Senate, without a major showing of Republican support. This 
was not forthcoming; the test proved that at any rate. It also 
helped Democrats, Southern as well as Northern, discharge 
some pressing obligations toward constituents. But the long 
filibuster of 1949 was all the Senate could endure. None of its 
leaders was prepared to face another bloodletting in 1950.7 

The Congressional failure on Taft-Hartley repeal was just as 
conclusive as that on civil rights and much more surprising td 
Administration, press and public. In 1949, the struggle in both 
Houses was intense, but save for the injunction in emergency 
disputes—the one feature opponents of repeal could press home 
to the general public—the advocates of a new law probably 
would have had their way. The interest groups could not, or 


27 The education bill S. 1453-H.R. 9508 was never reported; the local health 
bill, S. 522—H.R. 5865 never cleared Rules. 

*8 In the Senate, cloture motions on the FEPC bill (S. 1728) failed May 19 and 
again June 12, 1949. A ‘‘toothless’”—non-compulsory—measure (H.R. 4453) did 
pass the House in the next session, February 23, 1950, but the Senate made no 
move to take it up. 
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would not give on this; the Administration could not, or would 
not impel them—so everything was lost; lost in 1949 and left, 
then, to await a new test in a new Congress.” A decisive beat- 
ing in the first session might be compromised in the second, but 
hardly reversed. And trade union leadership was in no mood 
for compromise. 

Nor was the President. His response to each of these defeats 
in 1949—and other, lesser scars sustained that year—was a 
renewed recommendation in 1950. His January messages to 
the second session of the 81st Congress included virtually all 
proposals still outstanding, that he had listed to the first session 
in his moment of honeymoon a year before.* 

Clearly, there was little hope, in 1950, for much of what he 
asked. Yet the 81st Congress, as Truman was to say that 
spring, had ‘already reversed” its predecessor’s backward 
“trend.’’*! And if the “trend’”’ now ran the Fair Deal’s way, 
perhaps what this Congress withheld, would be forthcoming 
from the next—the 82nd Congress to be elected in November. 

Not since 1934, had the Democratic Party increased its 
majorities in a mid-term election; breaking into new terrain in 
North and West. Yet that, and nothing less, was surely Tru- 
man’s goal for 1950. “I hope,”’ remarked the President, ‘‘that 
by next January, some of the obstructionists will be removed.’’** 
And not content with pressing, once again, all the remaining 
issues of 1948, he urged on Congress three further measures 

2° H.R. 2032 was recommitted after House debate, March 24, 1949; S. 249 was 
debated in the Senate and passed June 30, 1949, in a form wholly unacceptable to 
the bill’s sponsors. Thereafter both bills were allowed to die in the House Com- 
mittee. 

Note that the term “‘repeal’’ was more symbolic than exact. None of the repeal 
advocates, at this time or later, were demanding return to the Wagner Act per se. 
Some changes were envisaged as early as Truman’s annua! messages of 1946 and 
1947. These were elaborated in the Administration “repeal” bills that met defeat 
in 1949, 

8% There was one notable exception. In 1949, Truman had felt constrained, 
despite the growing signs of recession, to urge his anti-inflation program on the 
Congress with some new elements, especially the proposals for expansion of plant 
capacity to overcome scarcities. In 1950, after recession had been a reality for 
many months and was only beginning to wane, there was nothing said about anti- 
inflation measures, save the vestigial—and usual—remnants: rent control renewal 
and regulation of consumer and bank credit. 

In 1950, the State of the Union Message was delivered January 4; the Economic 


Report, January 6. 
31 Address to the National Democratic Conference, Chicago, Illinois, May 15, 
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each of which, if it appealed at all, would tap new sources of 
support, beyond the groups and areas where Democratic power 
was presumably entrenched. 

One of these measures involved a new departure for the Presi- 
dent on farm legislation. His 1950 State of the Union Message 
was the occasion for Truman’s first formal use of the magic 
words connoting “‘Brannan Plan.’’** There he first attached 
the adjective ‘‘mandatory”’ to price supports, first urged ‘‘a 
system of production payments,”’ first declared, ‘‘as a matter of 
national policy,” that ‘‘safeguards must be maintained against 
slumps in farm prices,” in order to support ‘‘farm income at 
fair levels.” 

To the uninitiate these words may look very little different 
from their counterparts in prior Presidential messages. But in 
the language of farm bureaucrats and organizations, these were 
magic words indeed, fighting words, emphasizing finally and 
officially, a sharp turn in Truman’s agriculture policy—a turn 
which had begun in 1948, progressively distinguishing Demo- 
cratic from Republican farm programs, and bringing the Ad- 
ministration now to ground where the Republicans in Con- 
gress—not to speak of many Democrats—could not or would 
not follow.** 

By the time Truman spoke in January 1950, the more far- 
reaching measures his words implied had already been rebuffed 
at the preceding session of the Congress—and the “Brannan 
Plan’”’ had already become a scare word, rivalling “socialized 
medicine’ in the campaign arsenal the Republicans were ready- 
ing. Yet by his endorsement Truman seemed to say that scare 

33 In May 1949, the Secretary of Agriculture, Charles Brannan, set before the 
Congressional Agriculture Committees, a complicated series of proposals, and sug- 
gestions—which, to his chagrin, an alert opposition promptly labelled ‘‘The 
(Socialistic) Brannan Plan.” The complex and controversial specifics Brannan 
then advanced were intended to make price supports more nearly serve the purpose 
of maintaining high-level farm income under conditions of increasing total produc- 
tion and consumption, with subsidies (‘‘production payments’’) to bridge the gap 
between an adequate return to the producer and an inviting price to the consumer 
on perishable commodities. 

34 The Agriculture Act of 1948, the so-called Hope-Aiken Bill, passed by the 
Republican 80th Congress, had emphasized ‘‘flexibility,”’ its mechanism the 
“sliding scale,” its underlying philosophy not maintenance of high income, but 


prevention of excessive loss. Brannan’s proposals represented a ag different 
philosophy about the purposes of Federal action, let alone specifics. But the first 


session of the 81st Congress went with him only a small part of the way. His more 
striking innovations were side-tracked during 1949. 
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word or no, here was an issue to cement for Democrats the 
farm support which he had gained so providentially in 1948. 

The second new measure to be proposed in the State of the 
Union message for 1950, concerned the housing shortage ‘‘for 
middle-income groups, especially in large metropolitan areas.”’ 
The Housing Act of 1949 had granted more aids for private 
home financing which swelled the flood of relatively high priced 
houses. The Act also had promised more public housing, with 
subsidized rentals for people in the lowest income brackets. 
Between these two types of housing was a gap, affecting mainly 
urban and suburban “middle” groups of white collar and blue 
collar families; swing groups politically, as time would show. 
For them, in 1950, the President proposed ‘‘new legislation 
authorizing a vigorous program to help cooperatives and other 
non-profit groups build housing which these families could 
afford.’’* 

The third of 1950’s new proposals was billed as a mere 
promissory note in the State of the Union message. “I hope,” 
said Truman, ‘‘to transmit to the Congress a series of proposals 
to . . . assist small business and to encourage the growth of 
new enterprises.” As such, this was no more concrete than the 
benign expressions in many earlier messages and party plat- 
forms. But in the spring of 1950, the President kept his promise 
and put meat on these old bones with a comprehensive small 
business program far more elaborate than anything advanced 
since the emergency legislation of the early thirties.** The 
immediate reaction, in Congress and out, was very favorable. 
A leading spokesman for ‘‘big’’ business called the Truman 
message ‘“‘tempered, reasoned, non-political.’’*’ Small business 
groups expressed great interest; even some bankers had kind 
words to say. 


85 This proposal was first incorporated in, then eliminated from the Housing 
Act Amendments of 1950, which meme passed in April of that year. Reintro- 
duced as a separate measure (H.R. 8393), it died quietly in committee after the 
Korean outbreak. 

% The program was contained in a special message dated May 5, 1950. Five 
points were included: (1) insurance of small bank loans, (2) provisions to en- 
courage equity investment, (3) broadened lending powers for RFC, (4) strength- 
ened managerial and technological aids, and (5) consolidation of all assistance 
programs under the Secretary of Commerce. 

3? Address by Benjamin Fairless, United States Steel Corporation, at the Boston 
Jubilee of 1950, May 18, 1950. 
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The President’s small business program went to Congress as 
he entrained for the Far West, on his ‘‘non-political” tour of 
May, 1950. The Fair Deal’s prospects were then enticing num- 
bers of Administration stalwarts to leave their safe House seats 
and campaign for the Senate. Many signs encouraged them. 
The country was prosperous, recession ending; the Presidential 
program popular, to all appearances, attracting interest in 
useful quarters and stirring overt opposition only where most 
expected and least feared. Foreign policy was costly but not 
noticeably burdensome, defense pared down, the budget coming 
into balance. 

Yet on the other side were signs of change, foretastes of 
things to come, making 1950 a very special year, a year of 
sharp transition, in retrospect a great divide. The preceding 
winter saw the last of Chinese Nationalist resistance on the 
Asian mainland. In January Alger Hiss was convicted in his 
second trial—and Secretary Acheson quoted from the Scrip- 
tures. In February, Senator McCarthy first shared with the 
public his discovery of Communism’s menace here at home. In 
May, Senator Kefauver’s committee began televised crime 
hearings, exposing criminal connections of political machines 
in some of the nation’s largest cities—where, as it happened, 
the Democratic Party had been long in control. 

And on the twenty-fifth of June, the North Korean Com- 
munists invaded the Republic of Korea. 


KOREA: THE GREAT DIVIDE 


In legislative terms, the initial impact of Korea on the Fair 
Deal is symbolized by the collapse of Truman’s small business 
program. Senate hearings had just get under way when the 
fighting began. They terminated quickly in the first days of 
July. The Senate committee which had started down this track 
enthusiastically, turned off to tackle the Defense Production 
Act—controls for the new, part-way war economy. 

All along the line, Fair Deal proposals were permanently 
shelved or set aside, as Congress worked on measures for 
defense. And on one of these measures, price controls, which 
had long been identified with the Fair Deal, not the President 
but Congress forced the issue—never again was Truman able to 
resurrect it as his own. 
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This calls for a short digression. In July, 1950, the President 
did not raise the price control issue, because he feared it might 
delay Congressional response on other needed measures of 
control; fearing, moreover, lest opinion overseas might take 
his call for direct controls as indicating all-out preparation for 
the general war Korean intervention was intended to avert, 
not foster. 

But Congress proceeded, on its initiative, to include dis- 
cretioning price and wage controls among the economic powers 
in the Defense Production Act. The measure became law 
September 8, 1950. For a variety of reasons, no general applica- 
tion of direct controls was attempted until nearly five months 
later. Meanwhile the Chinese attack of November 27, set off 
new buying waves, with consequent sharp price increases. 
And by the time a general freeze was instituted, January 26, 
1951, this sequence of events had thoroughly shaken confidence 
in the Administration’s leadership on the inflation issue. 

The fact that Truman subsequently fought for strengthened 
control legislation, while his congressional opponents shot holes 
in it at every opportunity, seems not to have restored the Presi- 
dent’s position in the public mind, nor recreated for the Dem- 
ocrats that popular response the issue had accorded them in 
1948. The Republicans, if anyone, drew strength from popular 
discomfort with high prices, in subsequent elections. 

Apart from price controls, the conflict in Korea drew Con- 
gressional—and national—attention away from the traditional 
Fair Deal issues. As election time approached, in 1950, there 
was no back drop of recent, relevant Congressional debate to 
liven up these issues, stressing their affirmative appeal. In- 
stead, the opposition had a field day with the negative refrain 
of “‘socialism’”—or worse—invoking spectres of the ‘‘Brannan 
Plan,” “socialized medicine,” and Alger Hiss, to unnerve a 
public preoccupied with sacrifices in a far-off peninsula, nervous 
over rumors about “‘Chinese volunteers.”’ 

In the first week of November, the electorate—far from 
increasing Democratic power—reduced to a bare minimum the 
Democratic Party’s lead in both Houses of Congress, abruptly 
closing the careers of some very senior Senators and some very 
staunch Administration Congressmen. And in the last week of 
November the full-scale Chinese intervention in Korea turned 
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virtual victory into disastrous retreat, confronting the Adminis- 
tration and the country with a “‘new”’ war, a most uncertain 
future, and endless possibilities of worse to come. 


MOBILIZATION AND RELUCTANT RETREAT: 1951-52 


On December 15, 1950, the President proclaimed a National 
Emergency. Three weeks later, in January, 1951, the 82nd 
Congress assembled to hear, in virtual silence, what Truman 
had to say.* 

His State of the Union Message was somewhat reminiscent, 
in its tight organization and sharp phrasing, of the fighting 
address of 1948. But in tone and content it was, by far, the 
most conciliatory annual message since 1947. 

The entire address was devoted to events abroad and mobili- 
zation at home. Its ten-point legislative program was couched 
in emergency terms. Among the ten points only one Fair Deal 
item remained in its entirety—aid for medical education, now 
billed as a means of “increasing the supply of doctors . 
critically needed for defense. . . .’"’ Two other pillars of the 
Fair Deal program were included in qualified form. General 
aid to education was requested, ‘‘to meet . . . most urgent 
needs ... ,”’ with the proviso that ‘‘some of our plans will 
have to be deferred. . . .”’ And while there was no specific 
mention of Taft-Hartley, or its repeal, the President did ask 
“improvement of our labor laws to help provide stable .. . 
relationsand . . . steady production in this emergency.” 

Aside from a bland and wholly unspecific reference to ‘‘im- 
provements in our agriculture laws,”’ an opening for subsequent 
proposals never made, these were the only references to Fair 
Deal measures in the Presidential list of “subjects on which 
legislation will be needed. . . .”. They were almost the only 
references in the entire message; but not quite. After his ten- 
point enumeration, Truman remarked “the government must 
give priority to activities that are urgent,’’ and offered “power 
development” as an example. Then he added, ‘“‘Many of the 
things we would normally do . . . must be curtailed or post- 
poned . . .”’; the door was finally closing, but—the Congress 
should give continuing attention ‘. . . to measures . . . for 


8 The State of the Union Message was delivered January 8, 1951: the Economic 
Report transmitted January 12. 
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the long pull.’’ There followed four brief and unelaborated but 
unmistakable references to increased unemployment and old 
age insurance, disability and health insurance and civil rights. 

As in 1947, so in 1951, the President was shifting emphasis, 
relegating most welfare measures to some secondary order of 
priority, without quite ceasing to be their advocate. It was too 
subtle a performance for the press; the distinctions much too 
fine for headlines or wide public notice—though not, perhaps, 
for Congressmen to grasp. Yet in its way, this message repre- 
sented Truman’s recognition of the fundamental change in his 
circumstances and the Nation’s; his nearest approach to 
Roosevelt’s sharp, dramatic switch, a decade earlier, from 
“Dr. New Deal” to “Dr. Win-the-War.”’ 

And unlike 1947, this mild beginning, in January 1951, 
heralded a more conciliatory tone, an increased interest in 
negotiation, on some of the Fair Deal’s most striking programs. 
As the year wore on, Truman gradually changed tactics on at 
least three fronts, seeking different ground from that staked 
out in pre-Korean years. 

The first of these shifts came in the field of health. There 
the Administration was hopelessly on the defensive by 1951. 
The vocal presence of an aroused and potent medical opposi- 
tion, victorious in trials of strength at 1950's elections, sufficed 
to make most Congressmen suspect and fear a taint of “‘social- 
ized medicine’ in any Truman health measure, however limited 
its purpose or narrow its scope. The President had barely 
raised the health insurance issue in January, 1951, but its mere 
invocation was now enough to halt all legislation in the field.* 
So far had the opposition come, from its days on the defensive, 
back in 1949. 

Finally, Truman voiced his recognition of the situation: “I 
am not clinging to any particular plan,”’ he told an audience in 
June.” This was followed, six months later, by appointment of 
the President’s Commission on the Health Needs of the Nation, 
charged with surveying, from the ground up, all problems and 


*® Truman’s two specific proposals, aid to medical education and aid to local 
ublic health units (mentioned in the 1951 Economic Report), fared even worse 
in the 82nd Congress than in the 81st. In 1951, the education bill (S. 337) did 
not even pass the Senate and the health units bill (S. 445), while approved in the 
Senate, was smothered in the House with even more dispatch than in 1949-50. 
j “ Address at the National Institute of Health Clinical Center, Bethesda, Md. 
une 22, 1951. 
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proposals in the field.‘ In January 1952, addressing the second 
session of the 82nd Congress, the President remarked of health 
insurance, ‘‘So far as I know it is still the best way. If there 
are .. . better answers I hope this Commission will find 
them.”’*? 

A second change in tactics during 1951 came on the issue of 
Taft-Hartley. Senator Taft’s triumphant re-election, the pre- 
ceding autumn, had symbolized how futile were the hopes of 
1949 for a renewal, in a “‘better’’ Congress, of that year’s stalled 
attack. In Truman’s January messages of 1951 there was no 
mention of ‘“‘repeal.’’ The following October, his first address 
at a trade-union affair, that year, was notable for subdued 
treatment of the issue. “‘We want a law... that will be 
fair... ,” he said, “and . . . we will have that kind of law, 
in the long run . . .”” and that was all.‘* Two months later, 
the President enlarged upon this theme, telling the Congress, 
“we need . . . to improve our labor law . . . even the spon- 
sors . . . admit it needs to be changed. . . .’’*4 The issue of 
“repeal” was dormant, so Truman seemed to say. Amendment, 
even perhaps piecemeal amendment—anathema in 1949—now 
measured the ambitions of his Administration. 

The President’s third shift in emphasis came on his agricul- 
ture program. Since the Korean outbreak, farm prices had 
soared, along with the demand for food and fibre. There was 
little in the current situation to promote wide interest in 
Brannan’s innovations, or counteract the socialistic spectres 
that his “‘plan’”’ invoked. In January 1951, the President had 
no specific comment on the ideas he had endorsed a year before. 
By January 1952, Truman was prepared with some specifics, 
but on much narrower ground. That year, his State of the 
Union message asked—and Congress shortly granted—renewed 
suspension of the ‘‘sliding scale”’ on price supports, which other- 
wise would have become effective at the end of 1952.4 For the 


41 The Commission, chaired by Dr. Paul Magnuson, was established Decem- 
ber 29, 1951 and given a free hand. It reported, a year later, December 18, 1952, 
recommending, among many other things, various forms of public subsidy for 
private health insurance plans to meet the high cost of medical care—the problem 
to which Truman’s governmental health insurance proposal had been addressed. 

42 State of the Union Message, January 9, 1952. 

43 Address at the dedication of Gompers Square, October 27, 1951. 

44 State of the Union Message, January 9, 1952. 

45 State of the Union Message, January 9, 1952; see also the Economic Report of 
January 12, 1952. 
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rest, he simply remarked that there was “‘need to find... a 
less costly method for supporting perishable commodities than 
the law now provides’”—a plug for ‘production payments,” 
surely, but in a fashion that softpedalled the far-reaching over- 
tones of 1950. 

The year of 1951 turned out to be a hard and unrewarding 
time for the Administration; a year marked by MacArthur's 
firing, by strenuous debates on foreign policy and on controls, 
by blighted hopes for quick truce in Korea, by snowballing 
complaints of government corruption—and by prolonged Con- 
gressional indifference to the welfare measures on the trimmed- 
down Truman list. 

The State of the Union message in January, 1952, was less 
incisive than its predecessor—so was the emergency—but 
hardly less moderate in its approach on home affairs. Besides 
the new departures on health insurance, labor laws and farm 
legislation, the President appealed again for aid to education 
and the supplementary health bills of a year before. Again he 
mentioned power needs. Again he raised, briefly and generally, 
the issues of civil rights. Otherwise, in only two respects did 
he go beyond specifics urged in 1951—asking cost-of-living 
increases for social security recipients and readjustment benefits 
for Korean veterans. 

These two requests were granted rather promptly, giving 
Truman his last minor successes. But in the spring of 1952, the 
second session of the 82nd Congress was interested less in 
legislating than investigating; less concerned with pending 
measures than with Administration struggles over corruption— 
and the steel dispute ; preoccupied above all else with the coming 
Presidential nominations and the campaign to follow in the 
fall. The session’s main contribution to the Fair Deal program 
was not positive, but negative, rousing one last Truman pro- 
posal in opposition to the McCarran Act; creating one more 
Fair Deal issue ; liberalization of the immigration laws.“ 

“ Trumanfvetoed the McCarran Act, June 25, 1952, urging instead his emer- 
gency immigration program of March 24, 1952, together with a general long-range 
study. Congress pro 5 A overrode the veto. Thereupon, on September 4, 1952 
Truman established a President’s Commission on Immigration and Naturalization 
which reported January 1, 1953. Its report generally confirmed the President's 
objections and recommended many changes in the law. These were, of course, no 
longer actionable, as far as Truman was concerned, but formed the base for a con- 


tinuing agitation by some Democrats. See, for example, the Lehman bill, S. 2585, 
83rd Congress. 
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In this fashion, Truman’s last Congress slowed to a close. 
And in Chicago, that July, appeared a final summary of Fair 
Deal business left undone—the Democratic Platform of 1952. 

What Truman had played down, in his last annual messages, 
the platform now set forth in some detail. It called for action 
on the civil rights program, avoiding retrogression by a hair; 
pledged still more improvement in the social insurance laws; 
promised more resource conservation and development, in- 
cluding public power; urged Federal help for schools, this time 
stressing construction along with “‘general”’ aid; called for a 
firm stand on public housing and revived the ‘‘middle income”’ 
issue of two years before; spoke feelingly of protection and 
assistance for small business, hinting at specifics unmentioned 
since Korea; adopted Truman’s formula on health, with kind 
words for the President’s Commission; followed him also on 
farm price supports, on immigration and on a host of lesser 
issues, long the stock-in-trade of Democratic documents. 

At one point only did the platform diverge sharply from the 
President’s more recent formulations. On Taft-Hartley it 
abandoned his new stand, reverting to the cliche of “repeal.” 
The Democratic candidate was put to some trouble by this 
change, but it cannot be said to have much mattered to the 
voters. 

It had been seven years since Harry Truman, reaffirming 
Roosevelt’s purpose, first charted the Fair Deal in his twenty- 
one point program of 1945. Now it received its last expression 
in his party’s platform for 1952. This remains the final state- 
ment. In January 1953, Truman and his party yielded office 
to the first Republican Administration in twenty years. 


A FAIR DEAL BALANCE SHEET 

Set the platform of 1952 alongside the program of 1945, 
allow for changing circumstances and particulars, then run a 
quick calculation on the Fair Deal legislative program. What 
did Truman gain in seven years from his four Congresses? 
What came of all the trials and tribulations recorded in this 
essay? 

In the first place, it is clear that Truman managed to obtain 
from Congress means for modernizing, bringing up to date, a 
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number of outstanding New Deal landmarks in social welfare 
and economic development among them: social security, mini- 
mum wages, public health and housing; farm price supports, 
rural electrification, soil conservation, reclamation, flood con- 
trol and public power. Not all of these were strictly New Deal 
innovations, but all gained either life or impetus from Roosevelt 
in the thirties. And in the new circumstances of the post-war 
forties they were renewed, elaborated, enlarged upon, by legis- 
lative action urged in Truman’s Fair Deal program; even their 
underlying rationale nailed down in law by the Employment 
Act of 1946. 

This is significant, and not alone by virtue of particulars 
attained. A generation earlier, the very spirit of Wilsonian 
New Freedom had been buried deep in the debris of reaction 
following world war. Not so with the New Deal. 

As a consolidator, as a builder on foundations, Truman left 
an impressive legislative record; the greater part achieved, of 
course, in less than two year’s time, and by a single Congress. 
Moreover as protector, as defender, wielder of the veto against 
encroachments on the liberal preserve, Truman left a record of 
considerable success—an aspect of the Fair Deal not to be dis- 
counted. He could not always hold his ground, sustained some 
major losses, but in the process managed to inflict much punish- 
ment on his opponents. 

The greater Truman vetoes pretty well define what might be 
called the legislative program of the conservative coalition in 
his time.’ On many of these measures he made his veto stick, 
as with the offshore oil bills in 1946 and 1952, or natural gas 
and basing points in 1950. On certain others—like the Gear- 
hardt Resolution in 1948—what one Congress enacted over his 
veto, the next retracted at his demand.” And on a few—espe- 
cially the two already noted—Congress overrode him, and the 

# At least in the domestic field; in foreign affairs such Congressional initiative 
was expressed, especially, in the China aid of 1948 and the various forms of aid to 
Spain, from 1950 on. These the Administration accepted. 

* The dates of these vetoes are as follows: offshore oilbills, August 1, 1946 and 
May 29, 1952; natural gas bill, April 15, 1950; basing point bill, June 16, 1950. 

“The “Gearhardt Resolution” (removing certain news vendors and others 
from social security coverage) was pocket-vetoed August 6, 1947; regularly 


vetoed April 5, 1948, the latter om aud overridden. Coverage was restored in 
the social security amendments of 1950. 
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ground once lost was not made up in Trumaa’s time: the Taft- 
Hartley Act in 1947 and the McCarran Act in 1952. 

Besides these, Truman asked of Congress four main things 
which were denied him: aid to education, health insurance, civil 
rights and—for want of better shorthand—‘‘Brannan Plan.” 
On the outstanding features of these four, he got no satisfaction: 
no general grants for all school systems; no national prepay- 
ment plan for medical care; no FEPC, or anti-poll tax or anti- 
lynching laws; no wholesale renovation of price supports to 
insure good returns from general farm production. Here, if 
anywhere, does Elmer Davis’ refrain approach reality: ‘“Tru- 
man kept asking for all of it and getting none of it.’’”*! 

Why did he keep asking? From 1945 to 1950, one may con- 
cede that year by year there always seemed to be good reason 
to press on: reason to hope and plan for action, if not in one 
session then the next, reason to believe the very chance for 
future action might depend on present advocacy. But after 
1950, after Korea, faced with a dozen hard new issues, on the 
defensive all the way from ‘‘Communism to corruption,” what 
then explains the Truman course? He must have known, his 
actions show awareness, that there had come a real sea change 
in his affairs and in the country’s. Why move so slowly towards 
a bare minimum of reappraisal, readjustment? 

Perhaps the answers lie, in part, in Truman’s temperament; 
partly in his concept of the Presidency. Unquestionably he 
thought these measures right for the country; hence proper for 
the President to advocate, regardless of their chances in the 
Congress. He had assumed responsibility as keeper of the 
country’s conscience on these issues; as its awakener, as well, by 
virtues of stands taken far ahead of the procession. For civil 
rights, especially, Truman could claim—like Roosevelt after 
the court fight of 1937—that while he may have lost a legisla- 
tive battle, the forcing of the issue helped to win a larger war. 
“There has been a great awakening of the American conscience 
on the issue of civil rights,”” he was to say in his farewell report 

50 An earlier McCarran Act, the Internal Security Act of 1950, vetoed August 22, 
1950, is also in this category. 

51Strengthened unemployment compensation—involving increased coverage, 
duration and benefits under state systems—also belongs in this category, though 


in the absence of sustained mass unemployment its impact as an issue was muffled 
during most of Truman’s term, 
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to Congress, “‘all across the nation . . . the barriers are com- 
ing down.”’*? This was happening; by his demands for legisla- 
tion he conceived that he helped make it happen. On that 
promise, he was bound not to abandon his position, no matter 
what the legislative outcome, present or prospective. 

Even in strictly legislative terms there was, perhaps, much 
to be gained by standing firm. Were not some of the fights 
that failed a vital stimulus to others that succeeded? Were not 
some votes against a measure such as health insurance, repaid 
by other votes in favor of reciprocal trade renewal, say? Was 
not a total Presidential program basically advantaged if it 
overshot the limits of assured Congressional response? There 
are no ready measurements providing certain answers to these 
questions. But Presidents must seek them all the same. And 
on his record there is little doubt what answers Truman found. 

For Truman then, each of his great outstanding issues had 
value as a legislative stalking horse, if nothing more. But that 
is not to say he saw no more in them. On the contrary, had 
he not thought many things attainable, still actionable in 
the not too distant future—still meaningful, therefore, in 
rallying political support—he scarcely would have bothered, 
during 1951, to cleanse his farm and health programs—much 
less Taft-Hartley—of the worst taints absorbed in the cam- 
paign of 1950, thus rendering them useable for 1952. 

Those changes in approach were hardly aimed at Congress— 
not, anyway, the current Congress. Rather, the President was 
preparing new positions for his party, shifting to ground on 
which it could afford to stand with him and to uphold, if in 
adjusted guise, the Fair Deal label and the Truman cause. 

Right to the last, then, Truman was persuaded that those 
Fair Deal issues touched felt needs, roused real response among 
Americans; no longer viable objectives for his time in office, 
but crucial undertakings in his party’s future. 


53 State of the Union Message, January 7, 1953. 








PARTY AND SEPARATION OF POWERS: A 
PANORAMA OF PRACTICE IN THE 
STATES 


V. O. Key, Jr. and Corinne Silverman 


HOARY interpretation of American political institutions 

A goes to the effect that political parties make workable the 
system of separated powers by casting a net of common partisan 
‘cause over the independent organs of government. Party 
embraces the executive and the houses of the bicameral legisla- 
ture and mitigates, if it does not remove, the obstacles to 
governance built into the constitutional system, or at least 
so the argument has run. Such an explanation, as applied to 
American state government, has long been suspect, partially 
on the basis of scattered studies indicating that party affiliation 
had little association with legislative voting. By an attack on 
the problem from another direction the conclusion emerges 
that the facts of political life make party government in high 
degree impossible in many states. A simple determination of 
the extent to which one party controls the governorship and 
another a majority of one or both of the houses of the legislature 
draws the line between the times and areas in which party 
government in the conventional sense can and cannot exist. 
The frequency with which elections result in such a division of 
party control leads to an appraisal of those institutional ar- 
rangements which, by design or effect, assure divided control. 
Those constitutional and electoral devices that make capture 
of both governor and legislature by one of the parties extraor- 
dinarily difficult probably, in turn, react upon the party system. 
They frustrate minority parties and movements and contribute 
to the formation within the states of party forms and processes 
diverging radically from the common stereotypes of bipartisan 

competition. 


EXTENT AND INCIDENCE OF DIVIDED PARTY CONTROL 


When a Democrat won the governorship his party would 
carry majorities of the seats in both houses of the legislature, 
if our institutional arrangements and electoral habits were per- 
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fectly adjusted to the doctrine of partisan integration of con- 
stitutionally independent organs of government. The same 
parallelism of electoral preferences would prevail when a 
Republican won the governorship. In fact, departures from 
common party control are common. Since the incidence of 
division of control differs markedly from time to time, a snap- 
shot of the situation among the states at a given moment pro- 
vides an inadequate representation of the interweaving of party 
system and constitutional structure. Their relations need to be 
traced through a political cycle to identify the bearing on 
divided party control in state governments of variations in 
balance between the parties in the nation as a whole. 

A rough measure of the degree to which the states conform 
to and depart from the hornbook expectations about the rela- 
tion of party and the separation of powers is provided by 
Table 1. That table distributes the states according to the 
proportion of the period 1931-1952 when one house or both 
houses of the legislature had a majority of members affiliated 
with the party opposite to that of the governor. The ranking 
of the states reflects the peculiar character of the period, an 
upthrust in Democratic strength generated by economic catas- 
trophe. Yet an examination of a period including wide swings 
in partisan strength provides an especially good test of the 
question whether the constitutional and party systems are 
geared together in a manner to create at least a nominal basis 
for party government. 

The largest category in Table 1 consists of those 15 states in 
which at no time during the period 1931-52 was there partisan 
division between the governor and legislature. All states would, 
of course, fall into this class if shifts in party control of governor 
and legislature were synchronized. In fact, only South Dakota 
qualified for inclusion through simultaneous shifts in partisan 
control of both executive and legislature.! Nominal party 
harmony between governor and legislature in the other 14 
states resulted from continuous control of executive and legisla- 
ture by the same party. In 12 states of the South and in Ver- 
mont and New Hampshire the dominant party held power 


1 In 1932 and again in 1934 Democrats won the governorship and both houses of 
the legislature. During the remainder of the period Republicans controlled both 
executive and legislature. 
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continuously in little peril of displacement by the opposition. 
In most of these states the minority party captures so few 
legislative seats that notions of party have only limited rel- 
evance in the analysis of their governing processes. 


TABLE 1 


States According to Number of Years, 1931-1952, in which 
Governorship and One or Both Legislative Houses 
Were in Control of Opposite Parties* 











Division of Control States 
Number Per Cent 
of of 22-Year Per 
Years Period Number Cent Names of States 
0 0.0 15 32.6 Alabama, Arkansas, Florida, Georgia, 
Louisiana, Mississippi, North Carolina, 
Oklahoma, South Carolina, Tennessee, 
Texas, Virginia, New Hampshire, Ver- 
mont, South Dakota 
2 9.1 4 8.7 Arizona, Iowa, West Virginia, Wiscon- 
sin 
4 18.2 6 13.0 New Mexico, Kansas, Maine, Oregon, 
Pennsylvania, Kentucky 
6 27.3 5 10.9 California, Idaho, Illinois, Maryland, 
Michigan 
8 36.4 3 6.5 North Dakota, Ohio, Utah 
9 40.7 1 2.2 New Jersey 
10 45.5 5 10.9 Colorado, Delaware, Montana, Wash- 
ington, Missouri 
12 54.5 4 8.7 — Island, Wyoming, Indiana, New 
ork 
14 63.6 2 4.3 Massachusetts, Nevada 
16 72.7 1 2.2 Connecticut® 
Total 464 100.0 





* The basic data for this table and those that follow are from the New York 
Legislative Manual and George Gallup's Political Almanac, 1952. The computa- 
tions for this table rest on a comparison of the political affiliation of legislators and 
governors from the election of 1930 through that of 1950. For states holding elec- 
tions in odd years, the period 1929-1949 was used except for Kentucky, for which 
the elections of 1931-1947 was used. 

> Third party and independent governors were excluded. The exclusion includes 
the 1930 Oregon election, the 1936 North Dakota election, and the elections of 
1934, 1936, 1940, and 1942 in Wisconsin. 

© The elections of 1934 and 1938 gave the Republicans minorities in the state 
senate but by coalition with the handful of Socialists they obtained working con- 
trol. These elections were considered as having resulted in Republican control. 
Throughout, in situations of a 50-50 division between Republicans and Dem- 
ocrats, the assignment of party control was determined by the party affiliation of 
the presiding officer and the party affiliations of committee chairmen. 

q me and Nebraska are excluded from this and subsequent tabulations 
since their legislators are elected on a non-partisan ballot. 
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In about two-thirds of the states a sufficiently competitive 
political order existed to prevent consistent capture of governor 
and legislature by the same party at all elections during the 
period. Yet the striking fact is that in all of these states, save 
South Dakota, at one time or another control of the executive 
and legislature was divided between the parties. Those states 
in which divided control prevailed for only two or four years 
of the 22-year period are readily recognizable as states in which 
the dominant party was strongly entrenched. In Arizona, West 
Virginia, New Mexico, and Kentucky, the Republicans man- 
aged to cut into the Democratic monopoly for a brief time, 
while in Iowa, Wisconsin, Kansas, Maine, Oregon, and Pennsy!l- 
vania the Democrats mustered enough strength to share power 
with the Republicans only for a brief interlude. 

As one reads down Table 1, it becomes evident that the 
proportion of the period in which a division of party control 
prevailed increases roughly as states come to be characterized 
by fairly even party competition. States with the most evenly 
balanced party systems depart in highest degree from the 
nominal conditions essential for party performance of its sup- 
posed role as a solvent of separation of powers. In one-third 
of the states competing parties could joust with each other 
from opposite corners of the tripartite structure over a third 
of the time during the period 1931-1952. The extreme situation 
prevailed in Rhode Island, Wyoming, Indiana, New York, 
Massachusetts, Nevada, and Connecticut where for more than 
one-half of the period the formal conditions existed for party 
warfare between organs of government rather than for their 
coordination by party. 


SEPARATION OF POWERS: OBSTACLE TO ELECTORAL DECISION AND 
ARBITER OF PARTY FORTUNES 

The wedding of the idea of political party as an instru- 
mentality of popular government with the doctrine of separa- 
tion of powers depends upon the existence of arrangements for 
elections and for representation consistent with that concep- 
tion. Perhaps those arrangements need not be such that at 
every election the same party will control both legislative and 
executive branches of government. Yet if they are such that 
one set of rascals cannot be simultaneously thrown out of both 
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executive and legislative posts without a virtual popular up- 
rising, something short of popular government in the conven- 
tional sense of the term may exist. 

In Table 1 the focus was on the proportion of the period 
1931-1952 during which party control was divided in individual 
states. A shift of attention to the election as the unit of analysis 
will throw the whole matter into a somewhat different frame- 
work. The articulation of the separated powers and the party 
system may or may not be of a sort to provide the conditions 
necessary for effective popular decision. The party system may 
be regarded not so much as a mechanism for persistent and 
continuing competition in elections and in the conduct of gov- 
ernment but as a means for providing an alternative set of 
political leaders that can be voted into office at rather widely 
separated intervals when the normally dominant leadership 
becomes discredited. From such a temporal view of the party 
system institutional checks to the expression of majority senti- 
ment may take on a special significance in their relation to 
popular government at times of widespread popular exaspera- 
tion. 

With what frequency do elections produce popular decisions 
that confront the governor with legislative majorities of the 
opposite party? Have Democratic or Republican governors 
more commonly faced legislative majorities of the opposition 
during the period under inspection? What size majority in the 
gubernatorial popular vote is necessary to carry with it legisla- 
tive majorities? To deal with these questions, let us exclude 
the 14 consistently one-party states identified in Table 1 on the 
ground that party has little bearing on their internal politics. 
There remain 32 states in which, except for South Dakota, at 
one time or another during the period under scrutiny a division 
in party control existed. If these states are analyzed as a 
group, instead of individually as in Table 1, certain characteris- 
tics of the nature of electoral decision emerge. 

After one out of three elections held in the 32 states from 
1930 to 1950 inclusive, the governor was faced by a legislature 
with one or both houses controlled by the opposite party. The 
term “election,’’ as used here, requires some definition. It 
covers “elections,’’ such as those of Massachusetts, in which 
the governor and both representatives and senators are elected 
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TABLE 2 


Elections in 32 States, 1930-1950, Resulting in Majorities in 
One or Both of the Legislative Houses in Opposition 
to Republican and Democratic Governors 














Democratic Republican 
Governors Governors Total 
Relation between 
Governor and Num- Per Num- Per Num- Per 
Legislature ber Cent ber Cent ber Cent 
Governor opposed 97 $1.1 29 17.8 126 35.7 
Governor unopposed 93 48.9 134 82.2 227 64.3 
Total Elections 190 100.0 163 100.0 353 100.0 





simultaneously at two-year intervals. That state held, thus, 
11 elections in the period 1930-1950. Another type of situation 
is represented by New Jersey which, until its recent constitu- 
tional revision, elected a governor triennially and both senators 
and representatives annually. New Jersey thus had 21 elections 
in the period. An “election” in this analysis thus represents a 
choice of governor, house, senate or any combination of them.? 
The tabulation for the 32 states yields the results shown in 
Table 2.° 

Although the rain supposedly falls on the wicked and the 
virtuous alike, Republican governors in our 32’states had much 
less of whatever grief comes from dealing with an opposition 
legislature than did Democratic chief executives. The chances 
for the period analyzed were about 50-50 that an election 
would be followed by a period of divided control when the 
governor was Democratic, although at times the governor 
might have one house with a majority of hisown party. Whena 
Republican sat in the governor’s chair, only about one out of 
six elections gave the Democrats a majority in one house or 
both houses. Table 2 must be interpreted in the light of the 
fact that 1930-1950 marked a sharp upward movement in 
Democratic strength followed by a recession. The characteris- 
tic situation accounting for the differences appearing in Table 2 

? Elections that resulted in the victory of an independent or third-party gov- 
ernor were excluded. 


’ When time is used as a basis for analysis instead of elections the percentage 
divisions are quite close to those in Table 2. 
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was one of a more or less traditionally Republican state in 
which the Democratic tide carried a governor into office. Yet 
the sweep of Democratic sentiment did not invariably have the 
depth or momentum to pull with it Democratic legislative 
majorities. At times the upsurge of Democratic sentiment re- 
flected itself in legislative majorities in opposition to Republican 
governors, but more commonly the governor functioned more 
accurately than the legislature as weather vane for the political 
winds that swept the country. Almost four out of five of the 
elections resulting in divided control were those in which the 
gubernatorial victor was Democratic. 

The normal expectation is that a small shift in the percentage 
division of the vote between parties will be magnified into a 
relatively large partisan transfer of legislative seats. With a 
like articulation of legislature and governorship in popular 
preference, a gubernatorial candidate who polls 51 per cent of 
the popular vote would go into office with well over 51 per cent 
of his party’s candidates for legislative posts. Such a meshing of 
institutions and electoral decision would require that represent- 
ative districts be of approximately equal size, that there be a 
goodly number of constituencies almost evenly matched in 
traditional party voting strength, and that a close net corre- 
spondence prevail between individual voting preferences for 
governor and legislators. While the greater the vote for a 
party’s gubernatorial candidate the greater will be its legisla- 
tive representation, a popular gubernatorial majority by no 
means invariably brings a legislative majority. The relationship 
between the popular vote for governor and the division of 
legislative seats in our 32 states appears in Table 3. When 
the winning governor polled only from 50 to 55 per cent of the 
vote (which category accounted for about one-half of the elec- 
tions as we have defined them) the chances were about 50-50 
from 1930 to 1950 that at least one legislative house would be 
controlled by the opposition. When the governor drew from 
55 to 60 per cent of the vote, in only one out of three elections 
did divided control prevail. Even when the governor’s vote 
exceeded 60 per cent his party was not always able tocarry both 
legislative houses. 

A closer relation between gubernatorial vote and legislative 
representation prevails for the Republican party in our 32 states 
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TABLE 3 


Elections in 32 States, 1930-1950, According to Percentage of 
Two-Party Vote for Winning Gubernatorial Candidate, 
Related to Majorities in Opposition to the Governor 
in One or Both of the Legislative Houses* 





Winner's Percentage of Two-Party Vote 
for Governor 


50-54.9 55-59.9 60 or more Total 
Relation of Governor 
and Legislature No. % No. % No. % No. % 


Governor Opposed 79 47.0 36 29.5 11 17.5 126 35.7 
Governor Unopposed 89 53.0 86 70.5 52 82.5 227 64.3 


Total Elections 168 100.0 122 100.0 63 100.0 353 1000 














*In the classification of “elections,” as defined in the text, those legislative 
elections held non-concurrently with the election for governor were On pe ac- 
cording to the percentage of the vote polled by the winning gubernatorial candi- 
date at the preceding election. When those elections at which governor and both 
legislative houses are chosen simultaneously are analyzed separately, about the 
same percentage differentials appear as exist among the groups in this table. 


than for the Democratic party. Of the elections won by Dem- 
ocratic governors by from 50 to 55 per cent of the two-party 
vote, 64.4 per cent resulted in Republican majorities in one or 
both of the legislative houses. Of the Republican governors 
winning by a similar margin, only 26.9 per cent had to cope 
with a Democratic legislative majority. Even when Dem- 
ocratic governors won by 60 per cent or more, the chances were 
about one out of three that Republicans would control one or 
both houses of the legislature. With that margin of popular 
victory Republican governors invariably had legislative ma- 
jorities of their own party. The data on this relationship appear 
in Table 4. Nevada accounted for three of the 11 elections, 
indicated in Table 4, in which a Democratic gubernatorial 
victory by 60 per cent or more of the two-party vote was asso- 
ciated with legislative opposition in at least one house. New 
York, Colorado, North Dakota, and Rhode Island were also 
represented by one or more elections in which this extreme 
disparity between gubernatorial and legislative votes occurred. 

The preceding tables lump together 32 states to measure the 
differentials in success of the two major parties in winning 
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TABLE 4 


Elections in 32 States, 1930-1950, Resulting in Majorities in 
One or Both of the Legislative Houses in Opposition to 
Republican and Democratic Governors, According 
to Percentage of Two-Party Vote Polled 
by Governor 





Democratic Governors Republican Governors 

Per Cent of 
Two-Party Vote Number Per Cent Number Per Cent 
for Governor Number Opposed Opposed Number Opposed Opposed 








50-54.9 90 58 64.4 78 21 26.9 
55-59.9 70 28 40.0 52 8 15.4 
60 and over 30 11 36.7 33 0 00.0 

Total 190 97 51.1 163 29 17.8 





complete control of state governments in the regions of more 
or less competitive politics. That procedure conceals whatever 
bearing the swings of the political cycle may have on the ques- 
tion. Some of the cyclical aspects are extracted from the data 
by Figure 1, which analyzes the 32 states, exclusive of Ken- 
tucky, from 1930-1950.4 The graphs in Figure 1 point to 
another dimension of the underlying institutional arrangements 
and electoral procedures affecting party fortunes. Even with 
the aid of the Great Depression, Democrats were able in 1934 
and 1936 to capture both executive and legislature in only 16 
of the 31 states. As depression anxieties subsided, the number 
of states under complete Democratic control dropped sharply. 
If the record in the chart has any predictive value, it would be 
concluded that to control the governorship and both houses of 
the legislature in more than 10 of the 31 states, the Democrats 
must be the beneficiaries of a catastrophe on the order of the 
Great Depression. Throughout the period, however, Democrats 
in a goodly number of states won governorships although the 
Republicans controlled one or both of the legislative houses. 
In turn, the number of states in the group with Democratic 
presidential pluralities exceeded the number with Democratic 


4Let it be remembered that our 32 state group excludes twelve consistently 
Democratic states of the South, the two consistently Republican states of Ver- 
mont and New Hampshire, and the two states with non- partisan legislatures, 
Nebraska and Minnesota. 








sen 


p 


S21 2 Se oe lh 











PARTY AND SEPARATION OF POWERS 391 


FIGURE 1. ELECTIONS IN 31 STATES, 1930-1950: NUMBER OF STATES 
WITH DEMOCRATIC PRESIDENTIAL PLURALITIES, NUMBER WITH 
DEMOCRATIC GOVERNORS, AND NUMBER WITH DEMOCRATIC 
GOVERNORS AND DEMOCRATIC MAJORITIES IN BOTH LEGISLA- 
TIVE HOUSES» 


NUMBER 
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* The tabulation includes those states covered by the immediately preceding 
tabulations except Kentucky which holds its state elections in odd-numbered 
years. 


governors. All of which bears eloquent testimony to the role of 
executive leadership in American politics. 

Another dimension of the phenomenon of divided control of 
executive and legislature appears when our data are presented 
to indicate the length of time for each state during the 22-year 
period, 1931-1952, in which Democrats controlled the governor- 
ship and both legislative chambers. The general Democratic 
position among the 32 states seems even more parlous when 
one identifies the states in which the Democratic party never 
controlled both branches of government simultaneously or in 
which they managed to do so for only a brief time. The details 
in Table 5 speak for themselves, but consider the fact that even 
in the Rooseveltian era Democrats did not have simultaneous 
control of the governorship and the legislative houses in Cali- 
fornia, Connecticut, Massachusetts, New Jersey, and New 
York. In Pennsylvania they controlled the governorship and 
both legislative chambers for only two of the 22 years and in 
Michigan for only four years. 
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TABLE 5 


Thirty-two States According to Number of Years, 1931-1952, 
Democrats Controlled Governorship and Both 
Legislative Houses 





Years States 





0 California, Connecticut, Delaware, Kansas, Maine, Massachusetts, 
New Jersey, New York, North Dakota, Oregon, Wisconsin 
2 Pennsylvania 


4 Iowa, Michigan, Nevada, South Dakota, Wyoming 
6 Colorado, Illinois, Indiana, Montana, Ohio 
8 Idaho 

10 Washington 

12 Missouri 

14 Utah 

16 Kentucky, Maryland 

20 Arizona, New Mexico, West Virginia 





FACTORS CONTRIBUTING TO DIVIDED PARTY CONTROL 


The essence of the foregoing is that in our 32 states outside 
the South about one out of three elections, as we have defined 
the term, in the period 1930-1950 resulted in a party division 
between the governor and at least one house of the legislature. 
In about four out of five instances the governor who had to 
cope with legislative opposition was Democratic. Republican 
governors much more commonly had to deal only with legisla- 
tive leaders subscribing, at least nominally, to their own parti- 
san tenets. Usually the disparity between popular majorities 
and legislative majorities is attributed to the gerrymander. The 
matter could be dismissed with that observation if that were 
the sole explanation, but a variety of other institutional and 
procedural factors also contribute to divided party control. 
Their relative importance would be difficult to weigh, since 
they often occur in combination. Yet their variety may be 
suggested by inspection of several types of situations. 

One type of split in party control rests on a gerrymander so 
extreme that even repeated Democratic gubernatorial vic- 
tories leave Republicans in control of one or both legislative 
houses. Only the most extraordinary popular Democratic 
gubernatorial majority brings with it legislative control. In 
those states in which this condition prevails the parties are 
competitive in gubernatorial politics but a majority of the 
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FIGURE 2. GERRYMANDER AND SEPARATION OF POWERS: DEM- 
OCRATIC PERCENTAGE OF TWO-PARTY VOTE FOR GOVERNOR 
AND DEMOCRATIC PERCENTAGE OF SEATS IN THE LEGISLATIVE 
HOUSES, MASSACHUSETTS, 1920-1952 


PER CENT 
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Frequent election of Democratic governors over long period with 
effects of gerrymander overcome partially only by extremely 
heavy Democratic popular pluralities of 1948 and 1950 
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membership of one or both of the houses is, in effect, allocated 
to the Republicans by constitution or by statute that may not 
be amended without Republican consent. Massachusetts repre- 
sents this type of polity in an almost pure form. As Figure 2 
indicates, in seven of 17 elections, 1920-1952, Democratic 
candidates won the governorship but in no instance did they 
gain a majority of the concurrently chosen Senate. Only in 
1948 and 1950 did a Democratic governor go into office with 
Democratic majorities of the lower house. 

In several other states the politico-constitutional system 
resembles, in its major aspects, that of Massachusetts. The 
New York Constitution assigns control of both houses of the 
legislature to the Republican party. In 1910 and 1912 the 
family troubles of the Republicans gave the Democrats major- 
ities in both houses as well as the governorship. In 1922 Alfred 
E. Smith won along with a Democratic Senate majority. 
Usually Democratic governors have had to deal with Republi- 
can majorities in both houses. Connecticut’s lower house fol- 
lows the Massachusetts and New York pattern; it has been 
consistently Republican as far back as 1900. On the other 
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hand, Connecticut Democrats have a better chance to win a 
senatorial majority when they carry the governorship.’ The 
New Jersey pattern follows that of New York. In no instance 
since 1920 has a Democratic governor carried into office with 
himself a majority of either house. Rhode Island, by virtue of 
the gerrymandering of its Senate districts, belongs also in this 
general category of states. At 14 elections since 1900 Dem- 
ocratic candidates have won the governorship but only three of 
those elections resulted in Democratic organization of the 
Senate, which is chosen concurrently with the governor. House 
majorities, however, more closely parallel gubernatorial major- 
ities. If California should elect a series of Democratic governors, 
its Senate would probably remain Republican. 

In addition to simple mal-apportionment of representation, 
several other practices might be expected to contribute to party 
division between legislature and executive. State constitution 
drafters often fix non-concurrent terms for governor and legisla- 
ture. A favorite arrangement is a gubernatorial term of four 
years and a term of two years for the members of the lower 
chamber. Under certain political conditions, such non-concur- 
rent terms give the governor a lower house controlled by the 
opposition during the second half of his term. To isolate those 
conditions an analysis was made of those gubernatorial elections 
in our 32 states in which governors, chosen for four-year terms, 
went into office with a house controlled by their own party 
(thus are excluded those elections in which the governor’s party 
could not command a majority of the house even in the flush 
hour of gubernatorial victory). By the restriction of attention 
to legislative chambers elected simultaneously in their entirety 
with the governors, the analysis excludes the effects of staggered 
terms and other such practices contributory to executive- 
legislative division. 

In one out of five such instances, in the period analyzed, a 
governor with a four-year term could expect the opposition to 
gain a house majority at the election in the middle of his term, 
as is indicated by Table 6. This type of partisan divergence of 
executive and legislature, however, rested not so much on non- 
concurrence of terms as on the relation of those terms to the 


’ For a chart comparing gubernatorial and legislative strength in Connecticut, 
see Key, Politics, Parties, and Pressure Groups (3rd ed.), p. 329. 
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TABLE 6 


Non-Concurrent Terms and Party Control of Executive and 
Legislature, 1930-1950: Governors Elected for Four- 
Year Term with Simultaneous Election of House 
Majority of Their Party Related to Results 
of House Election Two Years Later® 





Party Control of House 











Two Years Later 
Governor’s Opposition 
Governors Elected Party Party 
with House Majority 
Category of Governors of Their Party No. % No. % 
Total 64 51 79.7 13 20.3 
Democratic 37 29 78.4 8 21.6 
Republican 27 22 81.5 5 18.5 
Elected in Presidential 
Years— 
Democratic 25 17 68.0 8 32.0 
Republican 6 6 100.0 0 0.0 
Elected in Off Years 
Democratic 8 8 100.0 0 0.0 
Republican 21 16 76.2 S 23.8 
Kentucky: Democratic® + + 100.0 0 0.0 





*States included in the analysis are California, Delaware, Idaho, Illinois, 
Indiana, Kentucky, Missouri, Montana, Nevada, New York, Oregon, Pennsyl- 
vania, Utah, Washington, West Virginia, Wyoming. 

> Includes Idaho Senate (then chosen for two-year term), which was Dem- 
ocratic in 1948. 

© The Kentucky governor is chosen for a four-year term in 1947, 1951, etc. 


national election calendar. All those Democratic governors 
who drew a Republican house at the middle of their term had 
been themselves elected in presidential years; the associated 
Republican legislative victories were an incidental product of 
the sharp slumps in Democratic strength in all types of voting 
in 1938, 1946, and 1950. On the other hand, all those Repub- 
lican governors whose fellow partisans fell by the wayside at 
mid-term had been elected in non-presidential years; Repub- 
lican state legislators became casualties of the presidential 
campaign. Such embarrassments of Republican governors 
chosen in the off-years would be expected to disappear in an 
era of national Republicanism, while Democratic governors 
elected in off-years at such a time might expect a Republican 
legislature to be chosen in presidential years, 
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The calendars of elections of a number of states provide for 
the complete renewal of the lower house at two-year intervals 
while only part of the membership of the upper house must 
seek a new mandate at those intervals. A common scheme 
schedules the election of one-half of the members of the upper 
house at two-year intervals. Under an appropriate apportion- 
ment and a correct rate and range of fluctuation in popular 
sentiment, shift in party control of the upper house would lag 
behind that of the lower house both on the upswing and down- 
turn of a party’s fortunes. In fact, this exact sequence rarely 
occurs. Only two pure instances of this type of lag on both the 
up and down sides of the cycle could be identified in the period 
examined. Democrats won a majority of the Colorado house 
seats in 1930; in 1932 the Senate came under their control. In 
1938 the Republicans won the house but Democrats held the 
Senate until the election of 1942. In Indiana, Democrats cap- 
tured the house in 1930; the staggered senate term delayed an 
upper-house majority for them until 1932. On the downswing, 
Democrats retained a senate majority for a couple of years 
after their loss of the house in 1938. In a few other instances 
partial renewal of the senate accounted for party divergence 
between upper and lower house on either the upswing or the 
downswing of the cycle but not both. Usually the amplitude of 
electoral shifts is so great that the winning party captures both 
houses simultaneously, or one house is so apportioned that 
the Democrats seem never to be able to muster enough of a 
popular vote to carry a majority of its seats. The staggered 
term, however, affects the size of party majorities and often 
causes changes in party strength in the senate to lag behind 
those in the house without affecting partisan control. 

The relation of the state and federal election calendars has a 
bearing on the outcome of elections and often on the division 
of control of state government. When the Democratic presiden- 
tial candidate runs ahead of the state ticket, Republicans gain 
advantage by insulating state elections from national influ- 
ences. When the Republican national ticket attracts more 
support than the state ticket, Democrats gain by separating 
state from national elections. In recent years Republicans out- 
side the South have sought, with some success, to fix gubernato- 
rial terms at four years, with the election scheduled for the 
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middle of a presidential term. Under some circumstances such 
strategy may produce only a short-term advantage. Under 
conditions of fairly even competition Democrats may gain 
locally later on from a separation of elections. What was a local 
Republican advantage in a national Democratic era may be- 
come a local Democratic advantage in a national Republican 
era. 

In the various charts indication may be seen of the relation 
of state gubernatorial and legislative voting to presidential 
trends. Evidently the separation of gubernatorial and presiden- 
tial elections may contribute substantially to the perpetuation 
of a party’s domination of a state even though the state’s 
electoral vote may go to the other party. An extreme illustra- 
tion of the point is provided by the record of Oklahoma which 
appears in Figure 3. The off-year gubernatorial election un- 
doubtedly contributes to the maintenance of local Democratic 
dominance. The governor has been Democratic since state- 
hood. The lower house of the legislature, renewed at two-year 
intervals, has been somewhat more responsive to the shifts of 
sentiment in national politics. In 1920 Harding carried the 


FIGURE 3. INSULATION OF GOVERNORSHIP FROM NATIONAL 
POLITICAL TIDES: PERCENTAGE OF TWO-PARTY VOTE FOR GOV- 
ERNOR AND REPUBLICAN PERCENTAGE OF SEATS IN LEGISLATIVE 
HOUSES, OKLAHOMA, 1907-1952 
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state and Republicans won a majority of the seats of the lower 
house; in 1928 Hoover’s victory in the state was accompanied 
by a sharp boost in the Republican proportion of house seats. 
Yet the Republican gubernatoria! vote, cast in the off years, 
moved along for forty years relatively steadily at a level below 
50 per cent without a close relation to fluctuations in the presi- 
dential vote. More generally, outside the South the separation 
of state polling from the national elections operates to the dis- 
advantage of the Democratic party. 

The institutions and electoral procedures described have 
been more or less deliberately designed to frustrate popular 
majorities. They account for a large proportion of the instances 
of partisan division between state executives and legislatures. 
Yet not all elections that result in partisan divisions are prod- 
ucts of rigged rules of the game. Some credit must be accorded 
to the nature of the organization of parties, to popular capacity 
to manage the electoral mechanism, as well as to an occasional 
instance of deliberate, perhaps justified, differentiation by the 
electorate—or by enough of the electorate—to create a condi- 
tion of governmental schizophrenia. 

A type situation that recurs is that of a state that ordinarily 
elects Republican governors and only a corporal’s guard of 
Democratic legislators. The high visibility of the gubernatorial 
office permits social tension, such as existed in the ’thirties, to 
be discharged by the election of a Democratic governor and the 
temporary banishment of the Republican contender. Yet the 
Democratic party, often virtually dormant in the constituen- 
cies, is unable to carry majorities of the legislative districts. 
Long nourished only by the prospect of defeat, it has neither 
the candidates nor the campaign resources—to say nothing of a 
frequent lack of will—to command support at the grass roots 
commensurate with its gubernatorial vote. In this type of 
situation the gubernatorial vote seems to be far more sensitive 
to the movement of mass sentiment than is the vote for legisla- 
tive candidates. The occasional winning of a governorship, in 
time of crisis or mass discontent, represents an achievement of a 
rather different order than that of building a support sufficiently 
rooted in the legislative districts to make a consistently re- 
spectable showing in legislative elections. 

Precise measurement of the factor of party weakness at the 
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FIGURE 4. DISPARITY IN DEMOCRATIC STRENGTH IN GUBER- 
NATORIAL AND LEGISLATIVE POLITICS: DEMOCRATIC PERCENT- 
AGE OF TWO-PARTY GUBERNATORIAL VOTE AND DEMOCRATIC 
PERCENTAGE OF SEATS OF LEGISLATIVE HOUSES, KANSAS, 1920- 
1952 
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grass roots as it bears on our problem would be quite difhcult. 
Yet the record of Kansas, presented in Figure 4, probably 
reflects this factor, although gerrymandering undoubtedly 
contributes also to the pattern appearing in the chart.* In 
1930 and 1936, Democratic candidates, with the aid of the 
national trend and perhaps local factors as well, captured the 
governorship. Yet the Democrats could not, at the peak of 
their strength, elect legislative majorities. Moreover, they 
could approach a majority only as the beneficiary of the great 
disillusionment with Republicanism of 1930-1936. Before that 
time their legislative representation was negligible, a status to 
which it quickly reverted after the early New Deal peak in 
Democratic strength. Maine’s record resembles that of Kansas. 
In other states doubtless the same broad factor of party atrophy 
in the legislative constituencies contributes to a disproportion- 
ately small Democratic legislative representation in relation to 


° Suggestive of the underlying organizational weakness of the minority party 
is the fact that 91 per cent of Kansas precincts were staffed by elected or appointed 
committeemen in 1950 while Democrats had committeemen in only 69 per cent of 
the precincts.—Thomas Page, Legislative Apportionment in Kansas (Lawrence: 
University of Kansas, 1952), p. 101. 
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the size of the popular vote for gubernatorial candidates. Simi- 
lar legislative-gubernatorial disparities appear in states domi- 
nated by the Democratic party. In those southern states in 
which Republicans poll a substantial popular vote for governor, 
the Republican legislative contingent is usually minuscule. 
Many voters who support a Republican candidate for governor 
have no Republican legislative candidate in their district. 
When there is such a candidate, he often commands no popular 
confidence and ordinarily makes only the most perfunctory 
campaign. 

Another type of gubernatorial-legislative division flows, not 
so much from systems of apportionment or other formal institu- 
tional causes, as from the success of a popular gubernatorial 
candidate in differentiating himself so effectively from his 
party that he survives the tides that inundate his fellow parti- 
sans. Only infrequently does the electorate deliberately choose 
to place the executive and legislature in the hands of opposing 
parties, despite the prevailing impression to the contrary. By 
sifting through the records of our 32 states over a period of 
22 years, a few instances can be isolated in which such was 
apparently the case although other factors probably also con- 
tributed. In screening out these cases there had to be excluded 
first those states so gerrymandered or organized that if the 
voters chose to elect a governor of one party the legislature was 
certain to be controlled by the opposition. The electorates of 
these states really had no alternative. This exclusion left those 
states in which both parties had shown a capacity to capture 
both the governorship and the legislature. From the records 
of these states there could then be screened out those elections 
at which divergent trends in the movement of a party’s guber- 
natorial and legislative strength or especially wide disparities 
in a party’s gubernatorial and legislative strength suggested 
deliberate electoral choice as a significant factor in the party 
division of legislative and gubernatorial control. 

The type of election isolated by the screening process is 
illustrated by the Ohio record shown in Figure 5. That state 
manifests an unusual disposition to choose governors independ- 
ently of the prevailing party trend. Note in the graphs that in 
the 1920’s the state’s Democratic legislative representation 
remained at an extremely low level in harmony with the state’s 
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FIGURE 5. INDEPENDENCE OF GUBERNATORIAL VOTE FROM 
PARTY TRENDS IN LEGISLATIVE STRENGTH: DEMOCRATIC PER- 
CENTAGE OF TWO-PARTY VOTE FOR GOVERNOR AND DEMO- 
CRATIC PERCENTAGE OF LEGISLATIVE SEATS, OHIO, 1920-1952 
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Republican presidential attachments. Despite Ohio’s preference 
for Republican presidential and state legislative candidates, 
Vic Donahey, a Democrat, managed to get himself elected 
governor in 1922, 1924, and 1926. In more recent times another 
Democratic governor overcame the Republican tide. Frank J. 
Lausche went into office in 1944 as the state went Republican 
for President and as the Democratic legislative representation 
declined from its 1940 level. He repeated the performance in 
1950, when Taft won the Senate race, and in 1952 when Eisen- 
hower swept the state. Although the disparity between Dem- 
ocratic gubernatorial and legislative strength comes in part 
from gerrymandering, it evidently also rests in considerable 
measure on electoral differentiation. 

Although the Ohio record is unusual in the frequency of 
gubernatorial voting that diverges significantly from the 
apparent balance of party strength, scattered instances also 
appear in other states. Selected segments of the records of 
those states appear in Figure 6. Identification of these instances 
was accomplished by restricting the analysis to those states 
in which both parties had shown a capacity to win the legisla- 
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FIGURE 6. GUBERNATORIAL INDEPENDENCE OF PARTISAN 
TRENDS: RELATIONSHIP BETWEEN DEMOCRATIC PERCENTAGE 
OF TWO-PARTY VOTE FOR GOVERNOR AND OTHER MEASURES 
OF PARTY STRENGTH 
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tive house with which the vote of the governor is compared 
in the chart. Then those elections were isolated in which the 
gubernatorial vote diverged enough from the trend in legisla- 
tive strength to put the governorship and the legislative cham- 
ber in opposite party hands. Careful inspection of the figure 
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will point to the bases for the supposition that the gubernatorial 
candidates in these exceptional instances succeeded in differen- 
tiating themselves sufficiently from their waning party to carry 
the day. In some instances the party division of gubernatorial 
vote and legislative seats moved in opposite directions from one 
election to the next to produce divided control. In others, an 
extremely wide disparity between the two series accounted for 
divided control; the unusual character of these instances would 
be more apparent if it were practicable to present the entire 
record. Withal, this type of electoral decision accounts for a 
comparatively small proportion of division of executive-legisla- 
tive control, which stems in far higher degree from factors of 
institutional design than from deliberate electoral choice. 


INTERACTION OF INSTITUTIONAL STRUCTURE AND PARTY SYSTEM 


The minimum condition essential for parties to perform their 
supposed function of meshing the independent organs of gov- 
ernment is that electoral procedures and representative systems 
be so constructed that candidates of either party may capture 
both executive and legislature. That condition, as the fore- 
going analysis of states with some degree of party competition 
indicates, is not met in substantial degree in many of the Amer- 
ican commonwealths. While malapportionment of representa- 
tion in one or both houses of the legislature ranks as the most 
significant single source of divided party contro! in state gov- 
ernments, other electoral procedures and practices, as well as 
the nature of the party system and the character of electoral 
decision, are contributory. 

While the inquiry began with a curiosity about the role of 
party in the state systems of separated powers, a tangential but 
related question emerges from reflection on the condition of 
affairs outlined in the foregoing pages. That question is whether 
the institutional framework to which the political process 
within the states must accommodate itself may not be of 
rather far-reaching consequence, not only for state politics but 
for the structure and nature of the national party system. That 
significance does not extrude itself from the factual analysis; 
rather the consequences of the institutional system described 
must be more or less divined. The position of the observer tends 
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to be something like that of the youth raptly watching the 
locomotive roar by; he is not apt to have a sharp perception of 
the place of the rails and the roadbed in the spectacle he ob- 
serves. In the institutional pattern described we may have a 
framework that similarly molds in basic ways the nature of our 
political system and similarly escapes observation. The in- 
teraction between constitutional forms and the informal or- 
ganisms of party may influence the character of the constitu- 
tional system of the states. Reciprocally, the constitutional 
systems may affect the nature of state parties and both the 
range and character of electoral decision. The chain of reaction 
may also reach the character of the national parties and have a 
significant bearing as well on the constitutional problems of 
federalism. Intensive studies of particular states raising the 
right questions are needed to cope with these problems, but the 
present gross analysis suggests if not tentative findings at least 
some plausible lines for inquiry. 

Perhaps as useful a means of analysis as any is to regard the 
formal organs of government as operating in a field of influences 
that reacts on them and conditions, even alters, their roles in 
the constitutional system itself. The governor who must more 
or less regularly face an opposition legislature tends to be 
thrown with special force into a role of representation of those 
sectors of the electorate upon which he must depend for popu- 
lar majorities.’ Often in such a situation he must depend on 
urban majorities while the legislature looks countryward for 
its support. Although many factors have nourished the growth 
of executive leadership, both national and state, the institu- 
tional circumstances channeling influences upon governor and 
legislature through the cumulation of the effects of the events 
of decades in forming patterns of behavior probably contribute 
in special degree to the aggrandizement of the executive power. 
The governor has thrust upon himself the function of majority 
representation. He thereby gains the moral authority of a role 
to which he is more or less inexorably pushed by contextual cir- 
cumstances. 

Further, the relations between the formal governmental 


7 Such a conception of gubernatorial function has been developed by Robert C. 
soy" The Metropolitan Governor (Doctoral dissertation, Harvard University, 
1950). 
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structure and its matrix of influences may both mold behavior 
and fix the status of the legislative body. Many factors have 
conspired to produce the low status of the American state 
legislature. Yet, among these factors, its unrepresentative 
character must be assigned a high rank. A body that often 
acts reluctantly under executive pressure and whose chief 
purpose often seems to be one only of negation cannot but in 
the long run lose prestige. A body that is condemned by its 
constitution to the defense of a partial interest in the state 
becomes, if not a council of censors, something other than a 
representative body in the conventional sense. The extent to 
which these conditions prevail differs, of course, from state to 
state and from time to time. 

The constitution of the American state represents, in its 
extreme form, an odd melange to which none of the descriptive 
terms we use really applies. In one of its various forms a 
tribune of the people rallies a majority of the people to his 
banner. He has, typically but not always, allied with himself 
more than one-half of the members of the lesser legislative 
chamber; he negotiates, bullies, or buys, with varying success, 
action from another chamber, chosen, in effect, by a system of 
weighted voting to serve as the guardians of a minority of the 
population defined by the accidents of residence and of history. 
Such a description may differ only in degree from the condition 
that exists when a loosely organized party controls all; yet that 
difference accentuates the difficulties of governance by the 
introduction of different party groups into the process and, 
negatively, by the obstruction of whatever impulse to party 
government there may exist.’ Our technical vocabulary for 
describing the sorts of government that exist within the states 
is inadequate. ‘‘At Westminster,” says Holcombe, ‘party 
government is the essence of constitutional government, but 
at Washington there is both party government and constitu- 
tional government.’® The mixture of party government and 
constitutional government prevails also at the state capitols 
but the proportions of the two ingredients vary so greatly from 
place to place as to produce not only differences of degree but 


8 For a brief survey of practice, see O. Douglas Weeks, ‘‘Politics in the Legisla- 
tures,’’ National Municipal Review, 4 (1952), pp. 80-86. 

® “The Changing Outlook for a Realignment of Parties,” Public Opinion Quar- 
terly, 10 (1946-1947), pp. 455-469. 
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different species for which we have no suitable nomenclature. 
At times the ingredients are proportioned to produce govern- 
ment of the metropolis, by the country, for the suburbs.’ At 
other times the governor performs the function of mediation 
among the great interests of the state, a representative function 
denied to the legislature by the divergent composition of its 
two houses. 

The combination of party system, separated powers, and 
over-representation of the non-metropolitan estate often makes 
irrelevant any conception of party collaboration in the opera- 
tion of government or any theory of party accountability for 
its conduct. The same institutional ensemble has another and 
perhaps a more important consequence, in that it suffuses the 
process of electoral choice with an illusory quality. In its 
literary form at least, the bi-party system provides the elec- 
torate with a choice between alternative sets of officials, a choice 
basic to popular government. In the pure form of the literary 
theory each campaign involves a contest between two more or 
less evenly matched sets of contenders, with the outcome in 
some doubt. That sustained struggle for power at so high a 
level of tension is a necessary feature of a going democratic 
order may well be doubted. Attention to the facts of state 
politics suggests another conception of the process of popular 
government, a conception that assigns to parties a role other 
than the maintenance of fierce competition from election to 
election and that places a different interpretation on the nature 
of basic electoral decision than that of the literary theory. Such 
a conception provides a different standard for gauging the 
efficacy of the party system as an instrument of popular gov- 
ernment. The facts, as they may be seen in the various charts 
indicative of long-term fluctuations in electoral sentiment, 
suggest that tension builds up or that great events occur to 
demand far-reaching electoral decision at points more widely 
spaced in time than the two- or four-year election intervals. 
At these times the party system in conjunction with the consti- 
tutional procedures may or may not permit a choice between 


10 Obviously the data of this article could be processed somewhat differently to 
focus on the question of the adequacy or manner of accommodation of metropoli- 
tan populations within our state constitutional and political systems. 
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alternative sets of candidates.'! The broad facts suggest that 
at these dispersed moments of decision the state politico-con- 
stitutional systems often deny to the electorate a real choice 
between competing sets of candidates. In at least one house 
of the legislature the old crowd simply cannot be thrown out.'* 
From another viewpoint the general arrangement might be 
likened to an institutional shock-absorber that snubs down 
those violent upthrusts of mass anxiety and unreason that 
occur at times of great stress or popular commotion and con- 
fusion. Yet whatever the viewpoint may be, the estimate of 
the function and effect of the system remains the same."* 

The pattern of linkage of party forces to the organs of gov- 
ernment may over the long run contribute significantly to the 
formation of the role and status of executive and legislature in 
the American state. The relationship may well be operative 
also in the other direction. The constitutional forms may con- 
stitute something of a system of sluices and dikes that impart 
their shape to the party structure. As a preliminary to the 
examination of this question the data presented earlier needs 
to be reprocessed in another way to indicate more specifically 
the differentials in the positions of the two major parties. 

The data of earlier tables are summarized in Table 7 to 
indicate the distribution of the 32 states according to the 


‘\ Implicit in all these remarks is an assumption that major shifts in public 
sentiment can most readily be expressed when a choice exists between alternative 
party tickets under institutional conditions that permit either slate to win control 
of both executive and legislature. This assumption contains the corollary that 
equally clear-cut popular decision cannot be made through primary competition 
between unlabeled and unrelated candidates, which may not hold in those few 
one-party states with sharply defined factions that support in the primary clearly 
identified candidates for executive and legislative nominations. These assump- 
tions, as well as the supposition that opposition control of a legislative house 
obstructs majority sentiment, may not always reflect the realities of practice, 
which merit more investigation. 

2 It is from failure to take into account the dimension of time and the factor of 
broad electoral decision that most assessments of the role of party in state govern- 
ment are not completely persuasive. An analysis of a legislative session Or so 
reveals fairly few roll calls on which party lines are drawn. Ergo, party is insignif- 
icant. A look at elections and legislatures through time indicates whether party 
facilitates electoral choice and at critical moments perhaps brings shifts in policy 
broadly responsive to that choice. 

13 All this argument does not deny that state governments can and do manage 
under conditions of relative calm to cope with routine questions and with some 
problems of considerable import despite a party division between executive and 
legislative. Yet even under such circumstances party divisions, by narrowing the 
range of the feasible, may limit the scope of initiative and of action. 
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TABLE 7 


Thirty-Two States According to Number of Years, 1931-1952, 
in which Partisan Control of Executive and Legislature 
was Divided, in which Republicans Controlled Both 
Executive and Legislature, and in which 
Democrats Controlled Both 























States 
Both Governor and Legislature 
Controlled by— 
With Divided 
Control Republicans Democrats 
Years Number % Number % Number % 
0-4 11 34.4 11 34.4 17 53.1 
6-10 14 43.7 9 28.1 & 25.0 
12-16 7 21.9 8 25.0 4 12.5 
18-20 0 0.0 4 12.5 3 9.4 
Total 32 100.0 32 100.0 32 100.0 





length of time in the 22-year period in which executive-legisla- 
tive control was divided or combined in the same party, Repub- 
lican or Democratic. The comparative position of the parties, 
indicated by the table, is of special interest. In 17 of our 32 
states the Democratic party, in a period of extraordinary 
political ferment favorable to it, was either unable to gain 
simultaneous control of governor and both houses of the legis- 
lature or managed to sustain such control for not over four 
years. In only 11 states were the Republicans either unable to 
capture both the executive and legislative branches of the state 
government or to hold control of them for no more than four 
years during the period. The true import of the differential 
impact of the constitutional system on the parties emerges 
from an identification of the major states in these two groups. 
The Democrats never held concurrently the governorship 
and majorities of both legislative houses in such states as Cali- 
fornia, Connecticut, Massachusetts, New Jersey, New York, 
and Wisconsin. They held that type of control in Pennsylvania 
for only two years and in Michigan for only four years. Repub- 
licans failed to gain simultaneous control in a group of lesser 
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states including Arizona, Kentucky, Maryland, New Mexico, 
Utah, West Virginia, and Missouri. They held such control 
for two years in Nevada and Washington and for four years in 
Indiana and Rhode Island. The states in which the Democrats 
never gained complete control contained within their borders 
28 per cent of the 1950 population; those of like Republican 
disability, 8.9 per cent. Those states in which the Democrats 
held both executive and legislative control for not more than 
four years or in which they never gained such control during the 
period accounted for 41.7 per cent of the 1950 national popula- 
tion. 

Obviously state institutional arrangements contribute to 
these differentials in the fortunes of parties. If party A attracts 
enough of a popular vote to win the governorship, a substantial 
majority of the house, and the electoral vote, while it carries 
only a small minority of the upper chamber, the explanation 
for minority control of the upper chamber is usually plain 
enough. Yet the further question arises whether institutional 
structure may not in its long-run effects have a more impor- 
tant, if less spectacular, bearing on the nature and form of 
party competition. What is the consequence for the long-term 
build-up of minority strength in circumstances that make vic- 
tory most improbable? It might be supposed that particular 
interests, groups, sources of party finance would have to be 
extremely dissatisfied with the majority to be driven to cast 
their lot with a seemingly permanent minority. Perhaps to 
attract and retain strength a party must have enough of a 
chance to win so that its supporters need not expect serious 
reprisals, if a particular election is lost. A minority may be a 
minority because for historical or other reasons it does not have 
the votes. The question is whether in their effects in the chan- 
neling of the activists the institutional form may not help keep 
the minority in its minority status. 

By the same token, if the activists, moved by short-run 
considerations, are channeled into the dominant party, it con- 
tinually renews its strength. The dominant party retains and 
tightens its nominal grasp of the apparatus of state govern- 
ment, although in the process the inner coherence of the ma- 
jority may be reduced and a vague sort of factionalism develop. 
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By the destruction of alternative routes to power, the party is 
apt to make impracticable any measure to maintain its own 
policy integrity. If such tendencies are operative in the forma- 
tion and maintenance of party groupings, their effects cumulate 
over long periods and deposit a residue in customs of action 
not to be quickly altered. These tendencies and processes may 
provide a partial explanation for the poor Democratic showing 
in the ’thirties and ’forties in states that would have been ex- 
pected to be most responsive to Democratic doctrine." 

In so far as the patterns of relationships described contribute 
to the weakness of the Democratic party in state politics, they 
share in the determination of the nature of the national party 
system. If a national party derives strength and builds its 
inner core of professionals by control of state governments, it is 
disadvantaged to the extent that the rules of the game, directly 
or indirectly, put states beyond its grasp. Would the Dem- 
ocratic party, for example, have a larger group of professionals 
tied to it by interest of ambition and career if conditions were 
more favorable for its operation in state affairs outside the 
South?! The fact of the matter is that in a goodly number of 
urbanized, industrialized states the Democratic party lacks a 
foundation of strong and well-led state subsidiaries or affiliates. 
To that condition a variety of factors contribute, but probably 
not the least of them is the ensemble of constitutional bars to 
the dislodgment of Republicans from state governments. 

The institutional depressants of minority endeavor in state 
politics may also tend to divert the efforts of such minority 
leadership as there is from state to national politics. The ex- 

14 An additional possibility is that the institutional forms, at least under certain 
circumstances, encourage a limitation of competition between the professionals of 
the two parties. With victory beyond their reach, minority professionals may be 
especially open to understandings to limit their efforts to specified offices or areas 


or to accept appointments that carry with them an acquiescence in the party 
status quo. 

15 If the Republican party were to begin to gain strength in gubernatorial 
politics in the South, the chances are that it would enjoy the same handicaps that 
the Democrats face elsewhere in the country. Consideration of both Democratic 
and Republican regions suggests the character of such independence as exists 
between presidential politics and state and local politics. Evidently the cycles of 
political alternation tend to be of narrower amplitude in state and local voting. 
Or perhaps party shifts in state and local affairs tend to lag behind the movements 
of presidential politics, be they short-term or secular. See the case analysis, Key, 
“Partisanship and County Office: The Case of Ohio,” American Political Science 
Review, 47 (1953), pp. 525-532. 
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treme situation is represented by southern Republican leader- 
ship which has not for many decades exerted itself to win state 
office. Its energies have been absorbed in the politics of na- 
tional conventions and, in days of Republican national rule, 
in the politics of patronage. Outside the South the Democrats 
often occupy a position in state politics almost as hopeless as 
do the Republicans in the southern states. During the years of 
Democratic national dominance the easy rewards of national 
politics certainly did not intensify efforts by the professionals 
to capture state governments. And, of course, in a number of 
states even the most strenuous effort would not have met 
success. 

In another respect, the pattern of relations between the 
institutions of state government and the parties has an impor- 
tant bearing on the broad constitutional problem of centraliza- 
tion, of the allocation of governmental functions between the 
national and state governments. The essence of the situation 
is that the Democratic party can from time to time capture 
control of the national government while it has been virtually 
precluded from gaining for any substantial time complete 
control for long of many of the states from which it has drawn 
heavy popular support. On the other hand, Republicans can 
capture both national government and state governments 
outside the South where a rather special sort of regime prevails. 
Excluded from control of some states and able to win others 
for only brief intervals, the major forces allied with the Dem- 
ocratic party during the ’thirties and forties could win elections 
only by winning national elections. Hence, in considerable 
measures, the ends of the Democratic party became ends to be 
achieved through national action or not at all. 

In its effects over the long-run the politico-constitutional 
system described must be regarded as a centralizing factor in 
the federal system. Institutional gadgets that wear down, dis- 
courage, or defeat local majorities can only drive them to the 
alternative route to action through federal power. Given 
alternative paths to their objectives, political movements 
tend to follow the route of least resistance. When the dominant 
mood of an era encounters institutional blockages at the state 
level, the flow of effective political power is apt to result in 
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accretions to federal functions. Over broad functional areas of 
government the doctrine of state’s rights tends to be equivalent 
in this effect to a doctrine of political dual federalism: a decision 
against federal action coupled with the politico-constitutional 
system of the states amounts to a decision against any action. 
Those persons concerned in good faith about federal centraliza- 
tion might well give their attention to the effectiveness of state 
political systems as instruments of popular government. 
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